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CANADA'S INFLATION-CONTROL STRATEGY” 


Inflation control and the economy 


e Inflation control is not an end in itself; it is the means whereby monetary policy contributes to 
solid economic performance. 


e Low, stable, and predictable inflation allows the economy to function more effectively. This 
contributes to better economic growth over time and works to moderate cyclical fluctuations in 
output and employment. 


The monetary policy instrument 


e Announcements regarding the Bank’s policy instrument—the target overnight interest rate—take 
place, under normal circumstances, on eight pre-specified dates during the year. 


e In setting a target for the overnight rate, the Bank of Canada influences short-term interest rates 
to achieve a rate of monetary expansion consistent with the inflation-control target. The trans- 
mission mechanism is complex and involves long and variable lags—the impact on inflation from 
Changes in policy rates is usually spread over six to eight quarters. 


The targets 


e In February 1991, the federal government and the Bank of Canada jointly agreed on a series of 
targets for reducing total CPI inflation to the midpoint of a range of 1 to 3 per cent by the end of 
1995. The inflation target has been extended a number of times. In November 2006, the agree- 
ment was renewed for a period of five years to the end of 2011. Under this agreement, the Bank 
will continue to conduct monetary policy aimed at keeping total CPI inflation at 2 per cent, with a 
control range of 1 to 3 per cent around the target. 


Monitoring inflation 


e In the short run, a good deal of movement in the CPI is caused by transitory fluctuations in the 
prices of such volatile components as fruit and gasoline, as well as by changes in indirect taxes. 


For this reason, the Bank uses a core measure of CPI inflation as an indicator of the underlying 
trend in inflation. This core measure excludes eight of the most volatile components of the CPI 
and adjusts the remaining components to remove the effect of changes in indirect taxes. 


* See “Uoint Statement of the Government of Canada and the Bank of Canada on the Renewal of the 
Inflation-Control Target” and background information. Reprinted in the Bank of Canada Review (Winter 
2006-2007): 45-59. 


Bank of Canada ISSN 1201-8788 (Print) 
234 Wellington Street ISSN 1490-1234 (Online) 
Ottawa, Ontario K1A 0G9 Printed in Canada on recycled paper 


Frit) BANK OF CANADA | CELEBRATING YEARS 
wast, BANQUE DUCANADA | CELEBRONS ANS 


Vlonetary Policy Reoort 


January 2010 


THIS IS A REPORT OF THE GOVERNING COUNCIL OF THE BANK OF CANADA: 
MARK CARNEY, PAUL JENKINS, PIERRE DUGUAY, DAVID LONGWORTH, 
JOHN MURRAY, AND TIMOTHY LANE. 


Today, the outlook has improved... . While the 
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OVerniew 


The global economic recovery is under way, supported by continued 
improvements in financial conditions and stronger domestic demand growth 
in many emerging-market economies. While the outlook for global growth 
through 2010 and 2011 is somewhat stronger than the Bank had projected 
in its October Monetary Policy Report, the recovery continues to depend on 
exceptional monetary and fiscal stimulus, as well as extraordinary measures 
taken to support financial systems. 


Economic growth in Canada resumed in the third quarter of 2009 and is 
expected to have picked up further in the fourth quarter. Total CPI inflation 
turned positive in the fourth quarter and the core rate of inflation has been 
slightly higher than expected in recent months. Nevertheless, considerable 
excess supply remains, and the Bank judges that the economy was operating 
about 3 1/4 per cent below its production capacity in the fourth quarter of 2009. 


Canada’s economic recovery is expected to evolve largely as anticipated in 
the October Report, with the economy returning to full capacity and inflation 
to the 2 per cent target in the third quarter of 2011. The Bank projects that 
the economy will grow by 2.9 per cent in 2010 and 3.5 per cent in 2011, after 
contracting by 2.5 per cent in 2009. 


The factors shaping the recovery are largely unchanged—policy support, 
increased confidence, improving financial conditions, global growth, and 
higher terms of trade. At the same time, the persistent strength of the 
Canadian dollar and the low absolute level of U.S. demand continue to act 
as significant drags on economic activity in Canada. On balance, these fac- 
tors have shifted the composition of aggregate demand towards growth in 
domestic demand and away from net exports. The private sector should 
become the sole driver of domestic demand growth in 2011. 


The main risks to the outlook for inflation are those identified in the October 
Monetary Policy Report. Risks remain elevated, although they have continued 
to diminish gradually with the consolidation of the recovery in the global and 
Canadian economies. 


The main upside risks to inflation are associated with the possibility of a 
stronger-than-anticipated global recovery. It is possible that the recovery in 
global demand could be more vigorous than projected, resulting in stronger 
external demand for Canadian exports. A related risk is that Canadian 
domestic demand could be more robust than projected. 


This report includes information received up to the fixed announcement date on 19 January 2010. 
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On the downside, there is the risk that persistent strength of the Canadian 
dollar could act as a significant further drag on growth and put additional 
downward pressure on inflation. Another important downside risk is that the 
global recovery could be even more protracted than projected. 


While the Bank judges that these underlying macroeconomic risks are 
roughly balanced, the overall risks to the inflation projection are tilted slightly 
to the downside as a result of monetary policy operating at the effective lower 
bound. 


Over the medium term, global macroeconomic imbalances continue to pose 
significant risks to the outlook. 


On 8 December 2009 and 19 January 2010, the Bank reaffirmed its condi- 
tional commitment to maintain its target for the overnight rate at its current 
level of 1/4 per cent until the end of the second quarter of 2010 in order to 
achieve the inflation target. In its conduct of monetary policy at low interest 
rates, the Bank retains considerable flexibility, consistent with the framework 
outlined in the April 2009 Monetary Policy Report. 
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The Global Economy 


Recent Developments 


The global economic recovery is under way, supported by continued 


improvements in financial conditions and stronger domestic demand growth Global economic and financial 
in many emerging-market economies. Global economic and financial devel- developments have been slightly more 
opments have been slightly more favourable than projected in the October favourable than projected in October. 


Monetary Policy Report, and the outlook for global economic growth through 
2010 and 2011 is somewhat stronger. Nonetheless, the recovery is still 
expected to be more subdued than usual. Growth is heavily dependent on 
the exceptional monetary and fiscal policy stimulus provided worldwide, as 
well as the extraordinary measures taken to support financial systems in 
many advanced countries. 


The turnaround in global economic activity, which began in the second 

quarter of 2009, continues to strengthen, in line with the growth projections in The recovery has now extended to 
the October Report. Economic activity in emerging-market countries—most most of the advanced economies. 
notably China—is growing at a rapid pace, and the recovery has now 

extended to most of the advanced economies, with positive output growth 

recorded in both North America and the Euro area in the third quarter 

(Chart 1). While unemployment rates remain high in most major advanced 

countries, there are signs that the pace of deterioration in labour market 

conditions has started to ease. Purchasing manager indexes have been rising 

in all major regions and are now at levels that are consistent with economic 

expansion. Large output gaps and the absence of wage pressure have kept 

underlying inflation in the major economies subdued. Headline inflation rates 

have nonetheless rebounded, since sharp declines in energy prices from 

2008 are no longer holding down measured inflation (Chart 2). 


Monetary authorities in advanced economies continue to provide strong 
support for the recovery, and this has resulted in progressive improvements 
in financial conditions. In addition, government initiatives to arrest the eco- 
nomic decline and prime the recovery appear to have been better targeted 
and more effective than anticipated. A number of sectors, most notably auto- 
motive and housing, have benefited from these programs. 


The U.S. economy began to recover in the third quarter of 2009, registering 
growth of 2.2 per cent. Larger-than-expected improvements in financial 
wealth have supported consumption, and stronger growth in the rest of the 
world, primarily in emerging Asia, helped to boost exports. The Bank esti- 
mates that U.S. growth in the fourth quarter rose to 4.6 per cent, driven 
principally by an important contribution from inventories, continued robust 
growth in exports, and steady increases in residential construction. Motor- 
vehicle production is also estimated to have risen more quickly than previ- 
ously anticipated. 
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Economic activity in emerging-market 
countries—most notably China—is 
growing at a rapid pace. 


A 


THE GLOBAL ECONOMY 


Chart 1: The major advanced economies are now growing 
Quarterly growth at annual rates 
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Sources: Statistics Canada, U.S. Bureau of Economic Analysis, Eurostat, and Japan Statistics Bureau 


Chart 2: Headline inflation is rising in most advanced economies 
Year-over-year percentage change, monthly data 
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Sources: Statistics Canada, U.S. Bureau of Economic Analysis, Eurostat, and Japan Statistics Bureau 


While GDP growth in the Euro area, at 1.7 per cent, came in slightly weaker 
than expected in the third quarter, indicators suggest that the recovery is 
becoming more firmly entrenched. The three largest economies— Germany, 
France, and Italy—all reported an upturn in industrial production for the first 
time since the first quarter of 2008. While the recovery is still tentative in 
Japan, business confidence and corporate profits, supported by strong 
export demand, have improved recently. 


China’s third-quarter GDP release reported year-over-year growth of 8.9 per 
cent, underpinned by strong sales of durable goods, increased investment in 
housing, and rising exports, as the effects of the large fiscal stimulus and 
accommodative monetary and credit policies continue to be felt. Emerging 
concerns about possible overheating in China have prompted authorities to 
tighten credit conditions slightly to mitigate inflationary pressures. 
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The Bank’s index of commodity prices rose moderately from its level at the 
time of the October Report, as natural gas prices firmed and non-energy 
commodity prices rose in response to greater-than-expected demand from 
emerging Asia (Chart 3). 


Chart 3: Commodity prices have risen since the October Report 
Bank of Canada commodity price index (1982-90 = 100), monthly data 
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Source: Bank of Canada 


Developments in Global Financial Markets 


Financial conditions in advanced economies have improved and are contrib- 


uting to the emerging global recovery. Equity markets have recovered sub- Financial conditions in advanced 
stantially over the past three quarters, and firms have enjoyed greater access economies have improved and 
to capital markets, with global corporate bond issuance reaching record are contributing to the emerging 


levels. Borrowing costs also remain low as credit spreads continue to decline. global recovery. 
Bank profits and capitalization have generally strengthened worldwide. 

Underpinning all of these improvements are the historically low official interest 

rates maintained by all major countries (Chart 4). 


Mortgage rates remain close to record lows in the United States, aided by 
targeted central bank purchases. Improvements in the non-conforming mort- 
gage market have been more modest, however, and securitized markets 
remain impaired, with public sector measures continuing to provide important 
support. Despite the narrowing in spreads and generally low interest rates 
observed in many countries, lending to households and businesses, espe- 
Cially small and medium-sized enterprises, remains restricted, reflecting the 
effect of past and prospective loan losses on banks’ capital, as well as 
uncertainty about the impact of regulatory reforms on required bank capital 
and liquidity. 


Yields on long-term government bonds have risen since the last Report, 
reflecting a more positive economic outlook. Indeed, some countries have 
started to raise interest rates and withdraw unconventional measures in 
anticipation of stronger growth and emerging price pressures. Recent events 
have also focused market attention on the potential sovereign credit risk 
associated with mounting debt levels in a number of countries. 
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Recent indicators point to a more 
favourable outlook for global 
economic growth in 2010 than 
previously anticipated. 


U.S. economic growth in 2010 and 2011 
is projected to be slightly higher than 
expected in October. 
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Chart 4: Policy rates have remained at historic lows in 
most countries 
Daily data 
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Sources: Bank of Canada, U.S. Federal Reserve, European Central Bank, and Bank of Japan 


Outlook for the Global Economy 


Recent indicators point to a more favourable outlook for global economic 
growth in 2010 than previously anticipated (Table 1). The Bank now expects 
the world economy to grow at a rate of 3.7 per cent in 2010 and 4.1 per cent 
in 2011. While sustained, the projected recovery is relatively gradual, consid- 
ering the depth of the recession. The revisions to the outlook for 2010 reflect 
further improvements in global financial conditions, stronger growth in 
emerging Asia, and additional fiscal programs to support domestic demand 
in advanced economies. The growth of private sector demand in advanced 
countries is nevertheless expected to remain relatively weak, as households 
repair their balance sheets, businesses restructure, temporary fiscal incen- 
tives come to an end, and financial intermediaries continue to pursue conser- 
vative lending strategies in an effort to rebuild capital. 


In the United States, growth in 2010 and 2011 is projected to be slightly 
higher than previously expected, owing to stronger-than-expected growth in 
consumption and exports, as well as additional fiscal measures. Nonetheless, 
the recovery of domestic demand in 2010 is still expected to be relatively 


Table 1: Projection for global economic growth 


Share of real Projected growth (per cent)? 
Wt GDP? 
(per = 2008 2009 2010 2011 


0.4 (0.4) 


United States PS (P29) 2.9 (1.8) 3.9 (3.8) 


Euro area 0.5 (0.5) -3.9 (-3.9) 1.2 (0.9) 2.1 (2.4) 
Japan -1.2 (-0.7) -5.3 (-5.7) 1.9 (1.7) 2.0 (2.5) 
China 9.1 (9.1) 8.3 (8.1) 9.3 (8.9) 9.2 (8.9) 


Rest of the world 4.0 (3.9) -2.0 (-2.1) 4.0 (3.3) 40 (3.7) 


i a TE 15(16 | 376) | 4140 


a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) valuation of country GDPs for 2007. 
Source: IMF, WEO, April 2009 

b. Numbers in parentheses are projections used for the October 2009 Monetary Policy Report. 

Source: Bank of Canada 
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weak, with much of the anticipated growth attributable to past and ongoing 
fiscal and monetary stimulus. Growth in consumer spending will be weaker 
than in past recoveries, since households still need to rebuild their wealth and 
may face limited access to credit. The household savings rate is expected to 
rise to over 6 per cent in the next two years (from a low of 1.2 per cent in the 
first quarter of 2008). The growth of business investment in commercial real 
estate will likely remain weak, Owing to rising vacancies and falling property 
prices. Exports are expected to grow substantially, supported by a weaker 
U.S. dollar and a faster-than-anticipated recovery in overseas economies. 
Higher productivity growth and lower unit labour costs have also made U.S. 
goods more competitive. Net exports are not expected to make a positive 
contribution to GDP growth until the second half of 2010, however, because 
imports will also rebound sharply as domestic demand recovers. 


Economic growth in the Euro area is projected to be somewhat stronger in 
2010 than previously expected, supported by increased export growth and a 
modest improvement in the outlook for labour markets. Consumer confi- 
dence has also improved, and proposed tax cuts in Germany could provide 
some additional support in the near term. However, concerns about future 
fiscal tightening in the Euro area and possible limitations on the availability of 
bank credit could dampen growth in subsequent periods. Growth in Japan is 
being sustained by expansionary monetary and fiscal policies and by strong 
Asian demand for Japanese products, but is expected to remain modest 
through 2010-11, given high unemployment and weak wage growth. In addi- 
tion, business investment is likely to be constrained by high excess capacity. 


The Chinese economy is expected to grow by more than 9 per cent in each 


of the next two years, with an expanding share of private investment and The Chinese economy is expected to 
consumption, and less reliance on government subsidies, public investment, grow by more than 9 per cent in each 
and exports. As a result, domestic demand should play a greater role in of the next two years. 


Chart 5: Futures curves suggest rising prices for crude oil and 
natural gas 
Monthly data 
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(October Report) (October Report) 


* Spot price for crude oil (15 January 2010) 

¢ Spot price for natural gas (15 January 2010) 

* Based on an average of futures contracts over the two weeks ending 15 January 2010 

Note: Values for crude oil and natural gas prices in January 2010 are estimates based on the average 
daily spot prices up to 15 January 2010. 

Source: NYMEX 
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Technical Box 1 


Reducing Global Imbalances 


Current account imbalances among major regions declined 
during the recent recession (Charts 1-A and 1-B). This 
development reflects a combination of temporary and 
more persistent factors. Cyclical factors include a sharper 
decline in U.S. domestic demand than that experienced 

by its major trading partners and the abrupt decline of oil 
prices. The U.S. current account deficit is likely to widen in 
the near term as the U.S. economy recovers and as energy 
prices increase. Over the medium term, it is expected that 
the U.S. current account will gradually move to a sustain- 
able long-run position (around 2.5 per cent of GDP).' A 
major decline in the surpluses of emerging Asia and, to a 
lesser extent, in those of Europe and Japan, is the counter- 
balance to this improvement, while oil-exporting countries 
are expected to experience larger surpluses. 


Improvement over the medium term is conditional on 
changes in behaviour and policy adjustments on several 
fronts. These include: a sustained fiscal consolidation in 
the United States and several other advanced countries; 
an upward adjustment of U.S. household savings con- 
sistent with the Bank’s base-case projection; increased 
policy-induced domestic demand in China and other major 
emerging-market economies; and a real exchange rate 
appreciation in surplus countries. Should these conditions 
fail to materialize, a return to the large imbalances of the 
past cannot be discounted. 


Chart 1-A: Current account balance 
Annual data, billions of U.S. dollars 
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Note: Figures for 2009 are estimates. 
Source: International Monetary Fund, World Economic Outlook, October 2009 


Chart 1-B: Current account balance projections 
Quarterly data 
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Note: Historical data up to 2009Q3; dashed lines indicate projections based on BoC-GEM-FIN. 
Source: Bank of Canada estimates 


1 The Bank of Canada’s global economy model (BoC-GEM-FIN) was used to construct this scenario. Beaton, de Resende, Lalonde, and Snudden will provide more detail in a forthcoming 


Bank of Canada Discussion Paper. 


THE GLOBAL ECONOMY 
BANK OF CANADA ® MONETARY POLICY REPORT ® JANUARY 2010 


China’s growth than in the past, helping to reduce global imbalances. Many 
emerging-market economies will benefit from China’s sustained growth and 
rising demand for commodities, further supporting the global recovery. 


After declining by over 30 per cent in 2009, on a year-over-year basis, com- 
modity prices are expected to increase over the next two years as the global 
recovery takes hold. Based on futures markets, oil prices are assumed to rise 
to around US$88 per barrel in 2011 (Chart 5). The Bank projects non-energy 
commodity prices to increase by about 10 per cent in both 2010 and 2011. 


The Bank expects that growth in the global economy will accelerate over the 
next two years, but that the pace of the recovery in advanced countries will 
be moderate. It will take time to repair household and bank balance sheets, 
and for financial conditions to return to normal. In the near term, growth in 
real output will depend to a significant degree on past and ongoing fiscal and 
monetary stimulus. Although global current account imbalances narrowed 
during the recession, some reversal can be expected as economies recover 
and commodity prices strengthen. Further corrective policy action will be 
required over the medium term to put global growth on a strong, yet sustain- 
able and balanced, path (Technical Box 1). 


Commodity prices are expected to 
increase as the global recovery 


takes hold. 
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The Canadian Economy 


The Canadian economic recovery is expected to evolve largely as antici- 


pated in the October Report, with the economy returning to full capacity in The Canadian economic recovery is 
the third quarter of 2011. While core inflation has remained slightly higher expected to evolve largely as antici- 
than projected in recent months, total inflation has rebounded as expected. pated in the October Report. 


The stickiness of core inflation since the beginning of the year is likely related 
to the resilience in wage growth. With wage growth expected to stay at the 
more moderate levels seen recently, and with excess supply being gradually 
absorbed, both core and total CPI inflation are expected to return to 2 per 
cent in the third quarter of 2011. 


Recent Developments 
Aggregate Demand and Supply 


Although real GDP in Canada contracted for three consecutive quarters, the 
magnitude of the downturn was more modest than in other major advanced 
economies. In particular, domestic demand held up much better in Canada 
than elsewhere, reflecting the soundness of Canada’s banking system, 
relatively healthy household and corporate balance sheets, and the speed 
and scale of monetary policy actions. Nevertheless, the Canadian economy 
experienced a severe recession, Owing largely to the downturn in sectors of 
the U.S. economy that are particularly important for Canadian exports, such 
as the automotive and housing sectors (Technical Box 2). 


Economic growth resumed in the third quarter of 2009, with real GDP 


increasing by a meagre 0.4 per cent (at annual rates), less than had been Economic growth resumed in the 
anticipated in the October projection. A sharp pickup in domestic demand third quarter of 2009, with real GDP 
and a rebound in exports were mainly offset by a surprisingly large surge increasing by a meagre 0.4 per cent. 


in imports. Real gross domestic income increased significantly, however, 
reflecting an improvement in Canada’s terms of trade (Chart 6). 


Third-quarter growth in final domestic demand was broad based and 
stronger than expected. The contribution of government expenditures to 
growth increased further, and household spending continued to recover. An 
unexpected surge in investment in machinery and equipment also contrib- 
uted to the pickup in domestic demand. Overall, sales rebounded sharply, 
and firms continued to draw down inventories, resulting in a decline in the 
stock-to-sales ratio. Net exports exerted a substantial and larger-than- 
expected drag on growth. The 36 per cent increase (at annual rates) in 
imports was unusually large, even after accounting for the surge in invest- 
ment and the appreciation of the Canadian dollar. 
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Technical Box 2 


How Severe Was Canada’s Downturn? A Global Comparison 


The global economy is pulling out of the deepest and 
most synchronous economic downturn since the 1930s. 
Canada has suffered less than many other countries, partly 
because of its sound banking system and relatively strong 
household and corporate balance sheets, and also because 
of the speed and scale of monetary policy actions. 


When Canada’s experience is compared with that of other 
major economies, it is apparent that, with a cumulative drop 
of 3.3 per cent (Chart 2-A), Canada’s real GDP declined 
less than in most countries. 


However, the decline in Canadian output was only slightly 
less than that in the United States, its major trading 
partner. Canadian exports suffered disproportionately 
from the weakness in the U.S. economy. The Bank’s 
trade-weighted measure of U.S. activity fell by 22 per cent, 
driven mainly by the automotive and housing sectors, 
while U.S. GDP declined by only 3.7 per cent.’ Canadian 
exports fell by nearly 20 per cent, compared with 12 per 
cent for the United States (Chart 2-B). Canada’s relatively 
solid economic performance, in spite of this trade shock, 
reflects the resilience of Canadian household demand. 
Consumer spending barely declined in Canada, while U.S. 
private consumption dropped by 1.9 per cent (Chart 2-C). 
Similarly, the fall in total gross fixed-capital formation in the 
United States was roughly twice the decline in Canada.” 


Chart 2-B: Components of real GDP 
Canada-U.S. comparison (2007Q4 = 100) 
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Note: t= 200704, the start of the recession in the United States (based on NBER) 
Sources: OECD and Bank of Canada calculations 


Chart 2-A: Percentage change in real GDP from 
2007Q4 to trough@ 
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a. 200704 corresponds to the start of the recession in the United States (based on NBER) 
Sources: OECD and Bank of Canada calculations 


Chart 2-C: Components of real GDP 
Canada-U.S. comparison (2007Q4 = 100) 


Index 
105 


ee errmny 


<eeesse 100 
95 
90 


85 


80 


75 


t4 t3 t2 t-1 ee ge 


t+2 [+3 [576 


—— United States: Private 
consumption 

--- United States: Total gross 
fixed-capital formation 

Note: t= 200704, the start of the recession in the United States (based on NBER) 

Sources: OECD and Bank of Canada calculations 


t+4 t+7 


—— Canada: Private consumption 
=== Canada: Total gross 
fixed-capital formation 


1 For more details on the U.S. activity index used by the Bank, see Technical Box 2 in the July 2009 Report. 
2 Total gross fixed-capital formation includes residential, business (machinery and equipment, building, and engineering), and government investment. 
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Chart 6: Canadian final domestic demand and real gross 
domestic income increased sharply in the third quarter of 2009 
Quarterly growth at annual rates 


-20 
2006 2007 2008 2009 
-—— Real gross domestic income? == Real gross domestic product 
=—— Real final domestic demand 


a. Real gross domestic income is current-dollar gross domestic product deflated by the price index for final 
domestic demand. 
Source: Statistics Canada 


Chart 7: Sales of existing homes have surged 
Thousands of units, annualized monthly data 


300 600 
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200 400 
150 300 
100 200 
2006 2007 2008 2009 
—— Housing starts (left scale) == Sales of existing homes (right scale) 


Sources: Canada Mortgage and Housing Corporation and Multiple Listing Service 


The pace of economic growth in Canada is expected to have accelerated 


to 3.3 per cent in the final quarter of 2009, with final domestic demand and The pace of economic growth in 
exports continuing to grow rapidly and import growth moderating.* Both Canada is expected to have acceler- 
household and government spending are projected to contribute to the ated to 3.3 per cent in the final quarter 
ongoing strength in final domestic demand, while business investment is of 2009. 


expected to have undergone a temporary correction. Recent indicators 
suggest that residential investment posted another large increase, driven 
by buoyant activity in the resale market (Chart 7). Prices for resale housing 
have increased markedly with the rebound in consumer confidence and as 


1 The Bank’s projection for the fourth quarter does not take into account any possible impact from absenteeism due to the H1N1 
influenza. 
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The Bank expects potential output 
growth to trough at 1.2 per cent in 
2009, and then to pick up to 1.5 per 
cent in 2010 and 1.9 per cent in 2071. 
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record-low mortgage rates have increased affordability. Housing starts also 
picked up towards a level consistent with demographic requirements. 


In the October Report, the Bank revisited its assumptions for both trend 
labour productivity and trend labour input, and concluded that the profile for 
the growth of potential output assumed in the April Report remained appro- 
priate.? The Bank expects potential output growth to trough at 1.2 per cent in 
2009, and then to pick up to 1.5 per cent in 2010 and 1.9 per cent in 2011. 


Estimated Pressures on Capacity 


Owing to weaker-than-expected GDP growth, the amount of excess supply 
in the Canadian economy in the third quarter was larger than assumed in the 
October Report. Excess supply is expected to have started to contract in 

the fourth quarter, in line with the expansion in economic activity. The Bank’s 
conventional measure of the output gap suggests that the economy was 
operating 3.7 per cent below its production potential in the fourth quarter 

of 2009 (Chart 8). When assessing excess capacity, the Bank considers its 
conventional measure in conjunction with several other indicators, since there 
is considerable uncertainty surrounding estimates of potential output, par- 
ticularly when the economy is coming out of a deep recession. In the Bank’s 
winter Business Outlook Survey (http://www.bankofcanada.ca/en/bos/2010/winter/ 
bos0110e.pdf), the percentage of firms reporting that they would have difficulty 
meeting an unanticipated increase in demand increased slightly, albeit from a 
very low level. 


Recent indicators suggest that Canada’s labour market has stopped dete- 
riorating, consistent with the resumption of GDP growth. Both employment 
levels and average hours worked appear to have bottomed out in the summer 
(Chart 9), and the unemployment rate has been hovering around 8.5 per cent. 
Ongoing weakness in the labour market is nevertheless evident in the Bank’s 


Chart 8: There is substantial excess supply in the Canadian 
economy 


% % 
60 


50 2 
40 0 
30 -2 
20 -4 
10 ~ 


2006 2007 2008 2009 
8 Some and significant difficulty (left scale) === Output gap? (right scale) 


feb) 


. Response to Business Outlook Survey question on capacity pressures. Percentage of firms indicating that 
they would have either some or significant difficulty meeting an unanticipated increase in demand/sales. 

. Difference between actual output and estimated potential output. The estimate for the fourth quarter 
of 2009 (indicated by *) is based on a projected increase in output of 3.3 per cent (at annual rates) for 
the quarter. 

Source: Bank of Canada 


o 


2 For more details on the Bank’s assumptions regarding potential output, see Technical Box 3 in the October Report. 
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Chart 9: The labour market appears to have stopped deteriorating 
Monthly data 
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Sources: Statistics Canada and Bank of Canada calculations 


winter Business Outlook Survey, in which the percentage of firms reporting 
labour shortages declined further, reaching its lowest level since the series 
began in 1998. 


After reviewing all the indicators of capacity pressures and taking into account 
the weakness in potential output associated with the ongoing restructuring 
in the Canadian economy, the Bank judges that the economy was operating 
about 3 1/4 per cent below its production capacity in the fourth quarter of 2009. 


Inflation and the 2 Per Cent Target 


Total CPI inflation turned positive in the fourth quarter of 2009, as had been 
anticipated in the October Report, as a result of year-over-year increases in 
energy prices. The 12-month rate of change in the total CP] bounced back to 
1.0 per cent in November (from the -0.9 per cent trough reached during the 
summer) (Chart 10), and is expected to have picked up further in December. 


Chart 10: Total and core CPI inflation remain below 2 per cent 
Year-over-year percentage change, monthly data 


2006 2007 2008 2009 
fo) lola Chl a= Core CPIs 


Control range === Target 


a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on the 
remaining components 
Source: Statistics Canada 


The Bank judges that the economy was 
operating about 3 1/4 per cent below 
its production capacity in the fourth 
quarter of 2009. 


Total CPI inflation turned positive in the 
fourth quarter, as anticipated. 
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The core rate of inflation has been 
slightly stronger than expected in 
recent months. 


Chart 11a: Household borrowing spreads have 


declined... 


Quarterly data 


2007 2008 2009 
—— Borrowing spread, --=- Base-case 
as a deviation from assumption 


the 1980 to 2008 mean 


Note: The effective household borrowing spread is a weighted average of short- and 
long-term spreads, where spreads are constructed as the difference between the 


The core rate of inflation was 1.5 per cent in November and has been slightly 
stronger than expected in recent months, partly owing to larger-than-antici- 
pated increases in property taxes and in some regulated prices. In spite 

of the large amount of excess supply in the economy, core inflation has 
remained quite close to 2 per cent since the beginning of the year. This 
stickiness of core inflation is likely related to the fact that wage growth had 
remained high relative to the underlying trend in productivity. With wage 
growth decelerating in recent months, the gap between the two has begun 
to narrow. 


Reflecting the anticipated effects of year-over-year increases in energy 
prices on CPI inflation, measures of near-term inflation expectations 

have risen closer to the 2 per cent target in recent months. The latest 
Consensus Economics forecast for total CPI inflation is 1.7 per cent for 2010. 
Expectations for average inflation over the next two years, as reported in 
the Bank’s most recent Business Outlook Survey, continue to show inflation 
expectations concentrated within the Bank’s inflation-control range. Market- 
based measures of inflation expectations are within historical range after 
adjusting for liquidity effects. Taking this and other information into account, 
the Bank judges that medium- and longer-term inflation expectations remain 
well anchored to the 2 per cent inflation target. 


Canadian Financial Conditions 


Following a period of marked improvement, overall financial and credit 
conditions in Canada have remained fairly stable since the October Report. 
Canada’s overall financial conditions continue to be more favourable than 
in most other advanced economies, as has been the case since the onset 
of the global financial crisis. The vast improvement in the credit conditions 


Chart 11b: ... as have business borrowing spreads 
Quarterly data 
Basis points 
Basis points 250 
150 
200 
100 
150 
50 100 
50 
0 
0 
-50 -50 
-100 
-100 2007 2008 2009 2010 2011 
2010 2011 =—— Borrowing spread, === Base-case =— One standard 
= One standard as a deviation from assumption deviation 
deviation the 1980 to 2008 mean 


Note: The effective business borrowing spread is a weighted average of short- and 
long-term spreads, where spreads are constructed as the difference between the 
short- and long-term effective business borrowing rates and the relevant risk-free 


short- and long-term effective household borrowing rates and the relevant risk-free 
interest rate, respectively. For more information on the effective household interest 
rate, see <http://credit.bankofcanada.ca/financialconditions>. 

Source: Bank of Canada calculations 
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interest rate, respectively. For more information on the effective business interest 
rate, see <http://credit.bankofcanada.ca/financialconditions>. 
Source: Bank of Canada calculations 


faced by Canadian borrowers over the past year is evident in the sharp 
declines in the spreads paid by households and businesses to secure funds 
(Charts 11a and 11b). These spreads are assumed to be back to longer-term 
historical averages by early 2011. 


Since the October Report, funding costs for Canadian banks have remained 
fairly flat at very low levels. Borrowing costs for households also remain at 
very low levels by historical standards (Chart 12), and household credit has 
continued to grow at a brisk pace (Chart 13), pushing the debt-to-income 
ratio of Canadian households to a historic peak.* Although both mortgage 


Chart 12: Household and business borrowing costs remain 
at very low levels 
Weekly data 


3:5 


3.0 
2007 2008 2009 2010 
—— Effective business interest rate = Effective household interest rate 


Note: For more information on these series, see <http://credit.bankofcanada.ca/financialconditions>. 
Source: Bank of Canada calculations 


Chart 13: Household credit continues to grow at a brisk pace, 
and business credit has started to grow again 
3-month percentage change (at annual rates) 


2007 2008 2009 
-—— Total business credit == Total household credit 
=== Historical average of === Historical average of 
business credit from household credit from 
1992 to present 1992 to present 


Source: Bank of Canada 


3 As discussed in the December issue of the Financial System Review, the very high level of the household debt-to-income ratio 
increases the vulnerability of households to shocks. 


Following a period of marked improve- 


ment, overall financial and credit 


conditions in Canada have remained 
fairly stable since the October Report. 
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Table 2: Borrowing costs for households and businesses 
Per cent 


Estimated 


effective Posted 3-month 
variable 5-year bankers’ Long-term 
Overnight Prime mortgage mortgage | acceptances | corporate 
Date rate rate rate rate rate bond rate 


31 July 2007 
18 October 2007 
6 December 2007 
24 January 2008 


24 April 2008 | 3.00 475 415 | 6.99 3.23 5:32 
17 July 2008 3.00 475 4.20 7.09 3.29 5.48 
23 October 2008 2.20 4.00 9.00 7.20 2.68 9 
11 December 2008 1.50 3.50 4.50 6.73 1.77 6.04 
22 January 2009 1.00 3.00 3.80 5.90 1.06 5.90 
5 March 2009 0.50 2.50 | 3.30 5.74 0.69 9.86 
23 April 2009 0.25 al 2.20 | 3.00 9.29 0.46 5.32 
8 June 2009 0.25 [ 225 2.85 | D0 0.43 4.83 : 
23 July 2009 0.25 Ze 2.65 9.85 0.44 4.54 
14 September 2009 0.25 PaeS 2.45 9.90 i 0.43 i 4.08 
22 October 2009 | 0.25 i nee) LES Pi 5.80 | 0.43 4.06 
10 December 2009 0.25 DPS, 29 9.49 0.44 3.89 
15 January 2010 


Sources: Long-term corporate bond rate, Bloomberg; all other series, Bank of Canada 


and consumer credit posted solid growth rates in recent months, consumer 
credit grew more quickly, driven mainly by draws on personal lines of credit 
(including home equity lines of credit). 


Borrowing costs for Canadian businesses have also remained very low 
(Table 2). Taken together, results from the Bank’s latest Senior Loan Officer 
Survey (http://www.bankofcanada.ca/en/slos/pdf/slos200904.pdf) and the Business 
Outlook Survey suggest that, following a period of substantial tightening, 
credit conditions for businesses eased slightly in the fourth quarter, for the 
first time since the global financial crisis began (Chart 14). However, the 
improvement in credit conditions mainly affected large firms, as conditions 
continued to tighten for some small and medium-sized firms. 


Survey results suggest that credit con- 
ditions for businesses eased slightly in 
the fourth quarter. 


Business credit has started to grow again, led by an increase in market- 
based sources of credit (Chart 13). Following a period of contraction that 
began in the second quarter, overall business credit grew by 3.7 per cent (at 
annual rates) in the three months to November. Bank-based business credit 
has continued to contract sharply since the October Report, reflecting both 
an improvement in the ability of firms to access capital markets for funding 
and the further tightening of credit conditions for some small business 
borrowers. 


Narrow monetary aggregates have continued to grow briskly, reflecting the 

desire of both households and firms to keep money in liquid assets until it is 
clear that the recovery is taking hold. In the three months to November, the 

narrow aggregate M1+ grew at an annual rate of 15.5 per cent, whereas the 
broader aggregate M2++ grew at 6.6 per cent. The growth in narrow-money 
balances is expected to decline over time, as the economy improves. 
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Chart 14: Survey results suggest that lending conditions for 
Canadian non-financial firms have started to improve 
Balance of opinion 


% 
100 


Tightening 


2002 2003 2004 2005 2006 2007 2008 2009 
—— Overall credit conditions from ff Overall business lending conditions 
the Senior Loan Officer Survey# from the Business Outlook Survey 
a. Weighted percentage of surveyed financial institutions reporting tightened credit conditions minus the 
weighted percentage reporting eased credit conditions. 
b. Percentage of firms reporting tightened minus percentage reporting eased credit conditions. 
Source: Bank of Canada 


Chart 15: The Canadian dollar has averaged close to 96 cents U.S. 


since the October Report 
Daily data 

US$ 
140 October Report 1.10 
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— CERI: Canadian-dollar trade-weighted —— Closing spot exchange rate 

index (against U.S. dollar, euro, yen, for Canadian dollar vis-a-vis 

U.K. pound, Mexican peso, and U.S. dollar (right scale) 


Chinese renminbi) (left scale, 1992 = 100) 


Note: A rise in the index indicates an appreciation of the Canadian dollar. 
Source: Bank of Canada 


Exchange Rate 


The Canadian dollar has traded in a range of about 92 to 98 cents U.S. since 
the October Report. Its average over this period was close to 96 cents U.S. 
(Chart 15)—the value assumed in the projection presented in the October 
Monetary Policy Report. 
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The economy is projected to grow by 
2.9 per cent in 2010 and 3.5 per cent in 
2011, after having contracted by 2.5 per 


cent in 2009. 
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Policy Response 


Canadian monetary and fiscal policies continue to provide needed stimulus 
to the economy. On 8 December 2009 and 19 January 2010, the Bank of 
Canada maintained its target for the overnight interest rate at 1/4 per cent— 
the effective lower bound for this target rate—and reaffirmed its commitment, 
conditional on the inflation outlook, to hold the policy rate at that level until 
the end of the second quarter of 2010. 


Outlook for the Canadian Economy 


The Bank’s base-case projection incorporates the following key assump- 
tions: a Canada/U.S. exchange rate averaging 96 cents U.S.; energy prices in 
line with recent futures prices; prices for non-energy commodities increasing 
progressively as the global economy recovers; and global credit conditions 
continuing to gradually improve. 


Aggregate Demand and Supply 


The outlook for the Canadian economy is very similar to that presented in the 
October Report, with the economy projected to return to full capacity in the 
third quarter of 2011. Following weaker-than-expected real GDP growth in the 
third quarter of 2009, the Bank projects that, beginning around mid-year and 
continuing into early 2011, growth will be slightly stronger than expected in 
October (Chart 16). This upward revision reflects a stronger global economy 
and the Bank’s view that the import surge in the third quarter was partly the 
result of temporary factors. On an average annual basis, the economy is 

now projected to grow by 2.9 per cent in 2010 and 3.5 per cent in 2011, after 
having contracted by an estimated 2.5 per cent in 2009 (Table 3). 


Consumer spending is expected to grow at a solid pace throughout the 
projection horizon, supported by improved consumer confidence, higher 
wealth, monetary stimulus, and the recovery in the growth of labour income. 
The personal savings rate is expected to begin to moderate as households 
unwind some of the precautionary savings they built up during the recession. 


Chart 16: Real GDP growth is expected to accelerate in 2010 


644444444. 


2007 2008 2009 2010 2011 
—— Year-over-year percentage  { Quarter-over-quarter percentage 
change in real GDP change in real GDP, at annual rates 
--- Base-case projection W Base-case projection 


Sources: Statistics Canada and Bank of Canada calculations 
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Table 3: Contributions to average annual real GDP growth 
Percentage points® 


Consumption 1.6 (1.6) 0.1 (0.0) WG, 1.8 (1.9) 
Housing -0.2 (-0.2) -0.5 (-0.5) 0.3 (0.3) 0.0 (0.1) 
Government 11 (1.1) 1.0 (1.0) | Ronee) -0.3 (-0.3) 
Business fixed investment 0.0 (0.0) -1.9 (-1.9) 0.1 (0.1) 0.8 (0.9) 
Subtotal: Final domestic demand DOU) “1, 3.4 (3.4) 
1.6 (-1.6) -4.4 (-4.4) 1.9 (1.9) 
-0.2 (-0.2) 4.4 (4.6) -3.1 (-2.9) 
Subtotal: Net exports 1.8 (-1.8) 0.0 (0.2) 1.2 (-1.0) 0.3 (-0.1) 
Inventories -0.3 (-0.3) 1.2 (-1.2) 0.7 (0.6) 0.9 (0.8) 
GDP 0.4 (0.4) 2.5 (-2.4) 2.9 (3.0) 3.5 (3.3) 


Memo items: 
Potential output ell aa eZ (G4) Led.) 1.9 (7.9) 
Real gross domestic income (GDI) 2.0 (2.0) -5.9 (-5.6) 4.2 (4.4) 4.6 (4.0) 


a. Figures in parentheses are from the base-case projection in the October Monetary Policy Report. 


Following a period of vigorous growth, housing investment is projected to 
slow through 2010 as pent-up demand subsides and affordability declines.* 


Business fixed investment is expected to recover in 2010 with the improve- 
ment in financial conditions and economic activity, as well as higher com- 
modity prices. This projected increase in investment spending is consistent 
with the results of the Bank’s recent Business Outlook Survey. 


Export volumes are expected to continue to recover over the projection 
period in response to growing external demand and higher commodity 
prices. Export growth is projected to be somewhat stronger than was 
expected last October, owing to a more favourable outlook for the U.S. 
economy, particularly in the sectors that figure most importantly for Canadian 
exporters. The persistent strength in the Canadian dollar and the absolute 
low level of U.S. demand will, however, continue to dampen exports. Import 
volumes are also projected to grow at a solid pace, in line with the recovery in 
domestic demand, the rebound in exports, and the past appreciation of the 
Canadian dollar. 


Economic growth is expected to become more solidly entrenched over the 


projection period as self-sustaining growth in private demand takes hold. Economic growth is expected to 

The contribution of government spending to growth in domestic demand is become more solidly entrenched over 
expected to have peaked at about 2 percentage points in the last quarter the projection period as self-sustaining 
of 2009, and then to gradually decline through 2010 before turning negative growth in private demand takes hold. 
in 2011. 


As the recovery in the Canadian economy continues, excess supply will grad- 
ually be absorbed. The economy is expected to reach its production capacity 
in the third quarter of 2011, as projected in the October Report. 


The Projection for Inflation 


Measured CPI inflation in Canada is expected to be slightly higher this year 
than projected in the October Report, reflecting the positive surprise to core 
inflation in the fourth quarter of last year (Table 4). 


4 For more on the housing sector, see “Canada’s Housing Sector in Recession and Recovery: Beyond Bricks and Mortar.” 
Remarks prepared by Deputy Governor Timothy Lane for delivery to the Edmonton CFA Society, Edmonton, 11 January 2010 
<http://www.bankofcanada.ca/en/speeches/2010/sp110110.html>. 
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Both core and total CPI inflation are 
projected to return to 2 per cent in the 


third quarter of 2011. 
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Table 4: Summary of the base-case projection for Canada? 


Real GDP 
(quarter-over-quarter 
percentage change) 


Real GDP 
(year-over-year 
percentage change) 


Core inflation 
(year-over-year 
percentage change) 


Total CPI 
(year-over-year 
percentage change) 


wTl 
(level) 


a. Figures in parentheses are from the base-case projection in the October Monetary Policy Report. 
b. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of futures contracts over the 
two weeks ending 15 January 2010. 


On the costs side, the Bank expects that wage growth over the projection 
period will remain at recent more moderate levels, compared with the first 
half of 2009. 


In the near term, core inflation is projected to remain fairly steady as the 
effect of the recent slowing in wage growth is largely offset by that of 

the gradual absorption of excess supply. As the impact of the first factor 
dissipates, and with inflation expectations well anchored, the core rate is 
projected to increase gradually, returning to 2 per cent in the third quarter 
of 2011 (Chart 17). 


Chart 17: Total CPI and core inflation in Canada are projected 
to return to 2 per cent in the third quarter of 2011 
Year-over-year percentage change, quarterly data 


2007 2008 2009 2010 2011 


== slotalicPl == Core CPI? Control range 
=== Base-case projection ==-=- Base-case projection === Target 


a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on the 
remaining components 
Sources: Statistics Canada and Bank of Canada calculations 
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With the base-year effects for gasoline prices dropping out of the data last 
December, total CPI inflation is projected to follow a path very similar to that 
of the core rate throughout the projection horizon.® Total CPI inflation is also 
expected to return to the 2 per cent target in the third quarter of 2011. 


The uncertainty surrounding the Bank’s inflation projection is illustrated using 
fan charts. Chart 18 and Chart 19 depict the 50 per cent and 90 per cent 
confidence bands for year-over-year core and total CPI inflation from the first 
quarter of 2010 to the end of 2011.° In particular, they show the slight down- 
ward tilt to the confidence bands that results from monetary policy operating 
at the effective lower bound. 


Chart 18: Projection for core CPI inflation Chart 19: Projection for total CPI inflation 
Year-over-year percentage change Year-over-year percentage change 
% Pe 
4 
3 
2 


< : 


2009 2010 2011 2009 2010 2011 


=—— Base-case scenario 


50 per cent confidence interval =< Base-case scenario 


©) 50 per cent confidence interval 
90 per cent confidence interval 90 per cent confidence interval 


5 This projection does not incorporate the impact of the harmonized sales tax that will be introduced in Ontario and 
British Columbia in July 2010. The Bank will provide an estimate of the impact in the April 2010 Report. As has been the case 
with other changes in indirect taxes, for the purpose of monetary policy, the Bank will see through the first-round effects of the 
tax on prices. 


6 Technical details on the construction of the fan charts are available at <http://www.bankofcanada.ca/en/mpr/pdf/ 
backgrounder_fancharts.pdf>. 
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Risks to tne Outlook 


The main risks to the outlook for inflation are those identified in the October 
Monetary Policy Report. Risks remain elevated, although they have continued 
to diminish gradually with the consolidation of the recovery in the global and 
Canadian economies. 


The main upside risks to inflation are associated with the possibility of a 
stronger-than-anticipated global recovery. The Bank expects the recovery 

to be more protracted than in previous recessions, owing to the persistent 
effects of the financial crisis on credit markets and on household savings 
behaviour in many advanced economies. It is thus possible that the recovery 
in global demand could be more vigorous than projected, resulting in 
stronger external demand for Canadian exports. This could occur, for 
instance, in the event of unexpectedly rapid improvements in financial condi- 
tions and consumer confidence. A related risk is that Canadian domestic 
demand could be more robust than projected. 


On the downside, there is the risk that persistent strength of the Canadian 
dollar could act as a significant further drag on growth and put additional 
downward pressure on inflation. Another important downside risk is that the 
global recovery could be even more protracted than projected. Growth is 
heavily dependent on the exceptional monetary and fiscal policy stimulus 
provided worldwide, as well as the extraordinary measures taken to support 
financial systems in many advanced countries. Self-sustaining growth in 
private demand, which will be required for a solid recovery, may take longer 
than expected to materialize. 


While the Bank judges that these underlying macroeconomic risks are 
roughly balanced, the overall risks to the inflation projection are tilted slightly 
to the downside as a result of monetary policy operating at the effective lower 
bound. The reason for this tilt is that the Bank could respond with conven- 
tional monetary tightening in the event that upside risks materialized. In con- 
trast, if downside risks materialized, the Bank would have to implement 
unconventional policies, for which greater prudence would be warranted. 


Over the medium term, global macroeconomic imbalances continue to pose 
significant risks to the outlook. These imbalances have been attenuated 
during the recession, as U.S. households have curtailed their spending, while 
domestic demand in Asian emerging-market economies has been boosted 
by aggressive policy measures. Sustained improvement over the medium 
term will require fiscal consolidation in the United States and several other 
advanced countries, together with policy-induced domestic demand growth 
and real exchange rate adjustment for surplus countries. In the absence of 
these conditions, large imbalances may re-emerge, with the attendant risk of 
disorderly adjustment. 
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Senior Regional Representative (Currency) 
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1501 McGill College Avenue, Suite 2030 
Montréal, Quebec H3A 3M8 

Phuong Anh Ho Huu 

Senior Regional Representative (Currency) 

Miville Tremblay 

Senior Representative, Director (Financial Markets) 


Ontario 
150 King Street West, 20th Floor, Suite 2000 
Toronto, Ontario M5H 1J9 
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Assistant Chief, Regional Analysis Division, 
Canadian Economic Analysis Department 
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Senior Regional Representative (Economics) 
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Senior Representative, Director (Financial Markets) 
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Calgary, Alberta T2P OR9 
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Senior Regional Representative (Economics) 
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Senior Regional Representative (Currency) 
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Vancouver, British Columbia V6C 1S4 
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Senior Regional Representative (Economics) 


Lori Rennison 
Senior Regional Representative (Economics) 


Trevor Frers 
Senior Regional Representative (Currency) 


New York Office 

Canadian Consulate General 
1251 Avenue of the Americas 
New York, NY 10020-1175 U.S.A. 


Scott Kinnear 
Consul and Senior Representative 
for the Bank of Canada 
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This text is a commentary of the Governing Council of the Bank of Canada. It presents the Bank’s 
outlook based on information received up to 19 January 2010. 


The global economic recovery is under way, sup- 


ported by continued improvements in financial condi- 


tions and stronger domestic demand growth in many 
emerging-market economies. While the outlook for 
global growth through 2010 and 2011 is somewhat 
stronger than the Bank had projected in its October 
Monetary Policy Report, the recovery continues to 
depend on exceptional monetary and fiscal stimulus, 
as well as extraordinary measures taken to support 
financial systems. 


Economic growth in Canada resumed in the third 
quarter of 2009 and is expected to have picked up 
further in the fourth quarter. Total CPI inflation turned 
positive in the fourth quarter and the core rate of 
inflation has been slightly higher than expected in 
recent months. Nevertheless, considerable excess 
supply remains, and the Bank judges that the 
economy was operating about 3 1/4 per cent below 
its production capacity in the fourth quarter of 2009. 


Canada’s economic recovery is expected to evolve 
largely as anticipated in the October Report, with the 
economy returning to full capacity and inflation to the 
2 per cent target in the third quarter of 2011. The 
Bank projects that the economy will grow by 2.9 per 
cent in 2010 and 3.5 per cent in 2011, after con- 
tracting by 2.5 per cent in 2009. 


The factors shaping the recovery are largely 
unchanged—policy support, increased confidence, 
improving financial conditions, global growth, and 
higher terms of trade. At the same time, the persis- 
tent strength of the Canadian dollar and the low 
absolute level of U.S. demand continue to act as 
significant drags on economic activity in Canada. On 
balance, these factors have shifted the composition 


Highlights 


e¢ The global economic recovery is under way, 


and the outlook for global growth is somewhat 
stronger than in October. 


e Arecovery is also under way in Canada, but 


considerable excess supply remains. 


e The Canadian economy is expected to return 


to full capacity and inflation to return to the 
2 per cent target in the third quarter of 2011. 


e The Canadian economy is projected to grow 


by 2.9 per cent in 2010 and 3.5 per cent in 
2011, after having contracted by an estimated 
2.5 per cent in 2009. 


e The Bank reaffirmed its conditional commit- 


ment to hold its policy rate at 1/4 per cent until 
the end of the second quarter of 2010. 


e As aresult of monetary policy operating at the 
effective lower bound, the Bank judges that the 
overall risks to the inflation projection are tilted 
slightly to the downside. 
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of aggregate demand towards growth in domestic 
demand and away from net exports. The private 
sector should become the sole driver of domestic 
demand growth in 2011. 


The main risks to the outlook for inflation are those 
identified in the October Monetary Policy Report. 
Risks remain elevated, although they have continued 
to diminish gradually with the consolidation of the 
recovery in the global and Canadian economies. 


The main upside risks to inflation are associated with 
the possibility of a stronger-than-anticipated global 
recovery. It is possible that the recovery in global 
demand could be more vigorous than projected, 
resulting in stronger external demand for Canadian 


Projection for global economic growth 


Share of real Projected growth (per cent)? 
rae GDP? 


(per cent) 


United States 0.4 (0.4) 


exports. A related risk is that Canadian domestic 
demand could be more robust than projected. 


On the downside, there is the risk that persistent 
strength of the Canadian dollar could act as a signifi- 
cant further drag on growth and put additional down- 
ward pressure on inflation. Another important 
downside risk is that the global recovery could be 
even more protracted than projected. 


While the Bank judges that these underlying macro- 
economic risks are roughly balanced, the overall risks 
to the inflation projection are tilted slightly to the 
downside as a result of monetary policy operating at 
the effective lower bound. 


2008 2009 2010 2011 


52.0240) 2.9 (1.8) 3.9 (3.8) 


Euro area 0.5 (0.5) 


3.9 (-3.9) 1.2 (0.9) 24 (2.4) 


Japan -1.2 (-0.7) 


5.3 (-5.7) 1.9 (1.7) 2.0 (2.5) 


China 9.1 (9.1) 
Rest of the world 


re 
2009 | A549 


8.3 (8.1) 9.3 (8.9) 9,2 (8.9) 
-2.0 21) 4.0 (3.3) 4.0 (3.7) 
3.7 (3.1) 4.1 (4.0) 


a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) valuation of country GDPs for 2007. 


Source: IMF, WEO, April 2009 


b. Numbers in parentheses are projections used for the October 2009 Monetary Policy Report. 


Source: Bank of Canada 


Summary of the base-case projection for Canada? 


Real GDP 
(quarter-over-quarter 
percentage change) 


Real GDP 
(year-over-year 
percentage change) 


Core inflation 
(year-over-year 
percentage change) 


Total CPI 
(year-over-year 
percentage change) 


WTI? 
(level) 


a. Figures in parentheses are from the base-case projection in the October Monetary Policy Report. 
b. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of futures contracts over the 


two weeks ending 15 January 2010. 
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Over the medium term, global macroeconomic imbal- 1/4 per cent until the end of the second quarter of 
ances continue to pose significant risks to the 2010 in order to achieve the inflation target. In its 
outlook. conduct of monetary policy at low interest rates, the 


On 8 December 2009 and 19 January 2010, the Bank Bank retains considerable flexibility, consistent with 
é ee Sega the framework outlined in the April 2009 Monetary 
reaffirmed its conditional commitment to maintain its 


target for the overnight rate at its current level of Policy Report. 


Real GDP growth is expected to accelerate in 2010 


vy 
NN 
NN 
NN 
NEN 


2007 2008 2009 2010 2011 
= Year-over-year percentage {§ Quarter-over-quarter percentage 
change in real GDP change in real GDP, at annual rates 
e#-- Base-case projection W Base-case projection 


Sources: Statistics Canada and Bank of Canada calculations 


Total CPI and core inflation in Canada are projected 
to return to 2 per cent in the third quarter of 2011 
Year-over-year percentage change, quarterly data 


2007 2008 2009 2010 2011 


——OlaliCrt a COL CP Is Control range 
--- Base-case projection "= Base-case projection =="= Target 


a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on the 
remaining components 
Sources: Statistics Canada and Bank of Canada calculations 
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Bank of Canada Publications 


Unless noted otherwise, all publications are available in print and on the Bank’s website: <http://www.bankofcanada.ca>. 


Monetary Policy Report (quarterly: January, April, July, and October) Bank of Canada Publications Catalogue, 2008 

Financial System Review (June/December) A collection of short abstracts of articles and research papers published in 
Bank of Canada Review (quarterly; see website for subscription information) 2008. Includes a listing of work by Bank economists published in outside 
Business Outlook Survey (quarterly: January, April, July, and October)* journals and proceedings. 


Senior Loan Officer Survey (quarterly: January, April, July, and October)* Conference Proceedings 2 
Speeches and Statements by the Governor Conference volumes published up to and including April 2005 are available on 


the Bank’s website. Print copies can be purchased for Can$15 plus GST and 


Bank of Canada Banking and Financial Statistics (monthly)* PST, where applicable. Papers and proceedings from Bank of Canada confer- 
Weekly Financial Statistics (oublished each Friday)* ences, seminars, and workshops held after April 2005 are now published 
Renewal of the Inflation-Control Target: Background Information exclusively on the Bank’s website. 

Annual Report Technical Reports, Working Papers, and Discussion Papers 

A History of the Canadian Dollar James Powell (available at Can$8 Technical Reports, Working Papers, and Discussion Papers are usually 

plus GST and PST, where applicable) published in the original language only, with an abstract in both official 


languages. Single copies may be obtained without charge. Technical Reports 
dating back to 1994 are available on the Bank’s website, as are Working 
Papers back to 1994. Discussion papers deal with finished work on technical 
issues related to the functions and policy-making of the Bank. They are 
of interest to specialists and other central bankers. Discussion papers for 

* Only available on the Bank’s website. 2007-2009 are available on the Bank’s website. 


The Bank of Canada’s Monetary Policy Report is published quarterly in January, April, July, and October. Copies of the Report and the Summary may be obtained by 
contacting Publications Distribution, Communications Department, Bank of Canada, Ottawa, Ontario, Canada K1A 0G9 


Telephone: 613 782-8248; toll free in North America: 1 877 782-8248; email: publications@bankofcanada.ca; website: <www.bankofcanada.ca> 
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CANADA'S INFLATION-CONTROL STRATEGY* 


Inflation control and the economy 


e Inflation control is not an end in itself; it is the means whereby monetary policy contributes to 
solid economic performance. 


e Low, stable, and predictable inflation allows the economy to function more effectively. This 
contributes to better economic growth over time and works to moderate cyclical fluctuations in 
output and employment. 


The monetary policy instrument 


e Announcements regarding the Bank’s policy instrument—the target overnight interest rate—take 
place, under normal circumstances, on eight pre-specified dates during the year. 


e In setting a target for the overnight rate, the Bank of Canada influences short-term interest rates 
to achieve a rate of monetary expansion consistent with the inflation-control target. The trans- 
mission mechanism is complex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The targets 


e In February 1991, the federal government and the Bank of Canada jointly agreed on a series of 
targets for reducing total CPI inflation to the midpoint of a range of 1 to 3 per cent by the end of 
1995. The inflation target has been extended a number of times. In November 2006, the agree- 
ment was renewed for a period of five years to the end of 2011. Under this agreement, the Bank 
will continue to conduct monetary policy aimed at keeping total CPI inflation at 2 per cent, with a 
control range of 1 to 3 per cent around the target. 


Monitoring inflation 


e In the short run, a good deal of movement in the CPI is caused by transitory fluctuations in the 
prices of such volatile components as fruit and gasoline, as well as by changes in indirect taxes. 
For this reason, the Bank uses a core measure of CPI inflation as an indicator of the underlying 
trend in inflation. This core measure excludes eight of the most volatile components of the CPI 
and adjusts the remaining components to remove the effect of changes in indirect taxes. 


* See “Uoint Statement of the Government of Canada and the Bank of Canada on the Renewal of the 
Inflation-Control Target” and background information. Reprinted in the Bank of Canada Review (Winter 
2006-2007): 45-59. 
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THIS IS A REPORT OF THE GOVERNING COUNCIL OF THE BANK OF CANADA: 
MARK CARNEY, PIERRE DUGUAY, JOHN MURRAY, TIMOTHY LANE, AND JEAN BOIVIN. 


The Bank has an unwavering commitment to price 
Stability. The single, most direct contribution that 
monetary policy can make to sound economic 
performance is to provide Canadians with confidence 
that their money will retain its purchasing power. 


Mark Carney 


Governor, Bank of Canada 
24 March 2010 
Ottawa, Ontario 
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Overview 


Global economic growth has been somewhat stronger than projected, 

with momentum in emerging-market economies increasing noticeably. 
Exceptional stimulus from monetary and fiscal policies continues to provide 
important support in many countries. The recovery in the major advanced 
economies is still expected to be relatively subdued, reflecting ongoing 
balance sheet adjustments and the gradual withdrawal of fiscal stimulus 
commencing later this year. 


In Canada, the economic recovery is proceeding somewhat more rapidly 
than the Bank had projected in January and the profile for growth is more 
front-loaded. The Bank now projects that the economy will grow by 3.7 per 
cent in 2010 before slowing to 3.1 per cent in 2011 and 1.9 per cent in 2012. 


This profile reflects stronger near-term global growth, very strong housing 
activity in Canada, and the Bank’s assessment that policy stimulus resulted in 
more expenditures being brought forward in late 2009 and early 2010 than 
expected. At the same time, the persistent strength of the Canadian dollar, 
Canada’s poor relative productivity performance, and the low absolute level 
of U.S. demand will continue to act as significant drags on economic activity 
in Canada. The Bank expects the economy to return to full capacity in the 
second quarter of 2011. 


The outlook for inflation reflects the combined influences of stronger 
domestic demand, slowing wage growth, and overall excess supply. Core 
inflation, which has been somewhat firmer than projected in January, is 
expected to ease slightly in the second quarter of 2010 as the effect of tem- 
porary factors dissipates, and to remain near 2 per cent throughout the rest 
of the projection period. Total CPI inflation is expected to be slightly higher 
than 2 per cent over the coming year, before returning to the target in the 
second half of 2011. 


Despite the firming of the global and Canadian recoveries, there are consider- 
able risks around the Bank’s outlook. 


The main upside risks to inflation are that domestic and international develop- 
ments will generate more demand for Canadian goods and services than is 
Currently anticipated. It is possible that the momentum in household expendi- 
tures and residential investment could be greater than currently expected. 
Internationally, a faster-than-expected global recovery could stimulate 
external demand for Canadian exports and improve the terms of trade. 


There are two main downside risks to inflation. First, the global economic 
recovery could be more protracted than currently projected. Second, the 
combination of the persistent strength of the Canadian dollar and Canada’s 


This report includes information received up to the fixed announcement date on 20 April 2010. 
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OVERVIEW 


poor relative productivity performance could exert a larger-than-expected 
drag on growth and put additional downward pressure on inflation. 


While risks to the inflation outlook remain elevated, the Bank judges that they 
are roughly balanced over the projection horizon. Over the medium term, 
global macroeconomic imbalances continue to pose significant risks to the 
outlook. 


In response to the sharp, synchronous global recession, the Bank lowered 

its target rate rapidly over the course of 2008 and early 2009 to its lowest 
possible level. With its conditional commitment introduced in April 2009, the 
Bank also provided exceptional guidance on the likely path of its target rate. 
This unconventional policy provided considerable additional stimulus during a 
period of very weak economic conditions and major downside risks to the 
global and Canadian economies. With recent improvements in the economic 
outlook, the need for such extraordinary policy is now passing, and it is 
appropriate to begin to lessen the degree of monetary stimulus. 


On 20 April 2010, the Bank maintained its target for the overnight rate at 

1/4 per cent and removed the conditional commitment. The extent and timing 
of any additional withdrawal of monetary stimulus will depend on the outlook 
for economic activity and inflation, and will be consistent with achieving the 

2 per cent inflation target. 
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Recent Developments 


The global economy is evolving largely as expected, with strong growth in 
many emerging economies accompanied by moderate recovery in most 
advanced economies (Chart 1). While growth has been somewhat stronger 
than projected, and global financial conditions have generally improved, 
exceptional monetary and fiscal stimulus continues to provide important 
support in many countries. Recovery in the advanced economies is still 
expected to be subdued, since private demand remains weak in most of 
these countries and fiscal stimulus will start to wind down later this year. 


Chart 1: Major economies are recovering... 
Real GDP, 2008Q1 = 100, quarterly data 


100 
98 
96 
94 
92 
90 
2008 2009 
—— Canada =~ United States = Euroarea ~~ Japan 
Sources: Statistics Canada, U.S. Bureau of Economic Analysis, 
Eurostat, and Japan Statistics Bureau Last observation: 200904 


Owing to substantial output gaps, underlying inflation pressures in the 
major advanced economies are subdued (Chart 2). Unemployment rates 
appear to be stabilizing and, in some cases, have begun to decline. 
However, the restrained pace of the recovery, coupled with extensive 
economic restructuring in many sectors, has raised concerns that the 
Crisis may have persistent effects on productivity growth and long-term 
unemployment. 


U.S. GDP growth in the fourth quarter of 2009 was stronger than expected, 
at 5.6 per cent, supported by a larger contribution from inventories and a 
greater-than-expected rebound in investment in equipment and software. 


The global economy has been some- 
what stronger than projected, and 
financial conditions have generally 
improved. 


Exceptional monetary and fiscal 
stimulus continues to provide important 
support in many countries. 
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U.S. GDP growth in the fourth quarter 
of 2009 was stronger than expected, 
at 5.6 per cent. 


China’s economy grew at a stronger- 
than-expected rate in the first quarter 
of 2010, driven by both internal and 
external demand. 


Chart 2:... while inflation remains subdued 
Year-over-year percentage change in total CPI, monthly data 


2008 2009 2010 
— Canada =~ United States == Euroarea ~~ Japan 


Sources: Statistics Canada, U.S. Bureau of Labor Statistics, 
Eurostat, and Japan Statistics Bureau Last observations: February and March 2010 


Consumption increased by a modest 1.6 per cent, and was heavily 
dependent on government transfers. Indeed, were it not for net government 
transfers, household disposable income would have declined over the past 
two years. The most recent employment numbers for the United States sug- 
gest that the period of large-scale job losses is coming to an end, which 
should provide support for private spending in coming quarters. GDP growth 
in the first quarter is projected to be 2.9 per cent, driven mainly by an expan- 
sion in consumption and higher inventories, while investment in structures, 
both residential and commercial, appears to have declined. 


Economic activity in the euro area faltered in the fourth quarter, owing to a 
sharp drop in inventories and adverse weather conditions. Although private 
domestic demand continues to be very weak, government spending and 
stronger exports have provided important support. Expanding industrial 
production and increases in purchasing manager indexes point to positive 
but weak growth in the region in the first quarter. 


In Japan, a 3.8 per cent increase in GDP in the fourth quarter was driven 
largely by net exports. Japan’s unemployment rate peaked last year and has 
subsequently edged down. While government incentives are still Supporting 
the consumption of durable goods, there are growing indications of a modest 
recovery in the services sector. 


China’s economy grew at a stronger-than-expected rate of 11.9 per cent on 

a year-over-year basis in the first quarter of 2010, driven by both internal and 
external demand. The rebound in exports has been more vigorous than 
expected, owing particularly to strong demand from the ASEAN countries. 
Housing prices in China have also increased sharply in recent months, and CPI 
inflation has started to move up, sparking concerns about underlying infla- 
tionary pressures and prompting authorities to raise mortgage rates, demand 
larger down payments for home purchases, and increase reserve require- 
ments on banks. 


The Bank of Canada’s index of global commodity prices has increased 
slightly from its level last January, with a rise in oil and non-energy com- 
modity prices—in response to stronger global demand—largely offset by a 
sharp drop in natural gas prices (Chart 3). Most of the increase in the prices 
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Chart 3: Commodity prices have risen with the recovery 
Bank of Canada commodity price index (rebased to January 2008 = 100), monthly data 
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of non-energy commodities stems from a rise in base metal prices and a 
rebound in lumber prices, related to low inventory levels. The decline in 
natural gas prices reflects seasonal effects (i.e., the onset of warmer 
temperatures) and ongoing weakness in U.S. industrial demand. 


Developments in Global Financial Markets 


Conditions in global financial markets have remained supportive, with con- 
tinuing low longer-term interest rates for a broad spectrum of issuers and 
narrow spreads in bank funding markets. Corporate bond issuance has been 
robust, and equity markets in many countries have reached new highs in 
response to stronger-than-expected economic indicators and continued 
strength in corporate earnings. This positive overall tone has been tempered, 
however, by increased concerns over the fiscal situations in a number of 
countries, particularly in Europe. The heightened focus on sovereign risk and 
growing uncertainty about fiscal sustainability pushed government bond 
yields sharply higher in the affected countries, but have not led to more gen- 
eralized contagion across markets. 


Government bond markets are also reflecting a divergence in economic 
conditions among various countries (Chart 4). Based partly on expectations 
of improved growth prospects, government bond yields rose in the United 
States and Canada. However, the increase in Canada was much more 
pronounced at the short end, causing the yield curve to flatten. Although 
policy rates remain extremely low (Chart 5), central banks in some smaller 


industrialized countries and emerging-market economies have already begun 


to raise their rates in response to strengthening economic activity. Many of 
the extraordinary central bank liquidity and credit facilities that were put in 
place during the crisis have also been allowed to wind down, since use of 
these facilities has generally declined with the ongoing improvement in 
financial conditions. Securitized markets nevertheless remain impaired, 
despite a number of private and public sector initiatives under way to revive 
them. New securitizations are likely to remain well below pre-crisis levels for 
some time. 


Conditions in global financial markets 
have remained supportive, but the 
positive overall tone has been tempered 
by heightened focus on sovereign risk. 


Many of the extraordinary central bank 
liquidity and credit facilities put in place 
during the crisis have been allowed to 
wind down. 
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Chart 4: Government bond markets reflect a divergence in 
economic conditions 
Spreads between 10-year and 2-year government bond yields 
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Chart 5: Policy rates have remained at historic lows in 
most countries 
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Bank lending conditions remain mixed in those countries at the centre of the 
crisis. The latest senior loan officer surveys for the United States and Europe 
indicate that commercial banks have, for the most part, stopped tightening 
their lending standards. However, the considerable tightening that was put in 
place over the past two years has yet to be unwound, and small firms, in 
particular, still face restricted access to credit. Banks continue to deleverage 
and are managing their risk exposures aggressively. 
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Outlook for the Global Economy 


The near-term prospects for the global economy have improved modestly 
since the January Report, with growth projected to average slightly more than 
4 per cent through 2012 (Table 1). Upward revisions to the outlook for 2010 
reflect stronger growth in China and emerging Asia, as well as additional 
near-term momentum in U.S. consumer spending. Overall, however, the 
outlook remains broadly unchanged, with strong growth in some emerging- 
market economies and a gradual recovery in the advanced economies. 
Growth in many economies remains heavily dependent on fiscal stimulus and 
expansionary monetary policies. Private domestic demand is projected to 
pick up in 2011, although it will be muted in the advanced economies com- 
pared with previous recoveries. By 2012, however, self-sustaining private 
demand is expected to be firmly entrenched around the world. 


Table 1: Projection for global economic growth 


Share of real Projected growth (per cent)? 
global GDP? 


(per cent) ihe OOOTS = 2010 2011 2012 


United States -2.4 (-2.5) 3.0 (3-9, 


Euro area -41 (-3.9) 1.6 (2.1) 


Japan -§.2 (-8.3) We (2G 


China 8.7 (8.3) ote2) 


Rest of the world -1.4 2.0) 


ewe 


a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) valuation of country GDPs for 2008. 
Source: IMF, WEO, October 2009 

b. Numbers in parentheses are projections from the January 2010 Monetary Policy Report. 

Source: Bank of Canada 


41 (4.0 
4.0 (4.1) 


4.2 (3.7) 


U.S. GDP growth in 2010, on an average annual basis, is expected to be 
somewhat higher than projected in the January Report, largely as a result of 
stronger-than-expected growth in the fourth quarter of 2009 and the first 
quarter of 2010. Fiscal stimulus will continue to be an important driver of 
growth this year (Chart 6), while consumption is projected to be relatively 
restrained and heavily dependent on government support. The subdued level 
of consumer demand in 2010 is reflected in the Bank’s outlook for U.S. motor 
vehicle sales, which remain well below pre-crisis levels over the projection 
horizon. 


Even though the withdrawal of fiscal stimulus will have a dampening effect on 
U.S. economic activity in 2011 and 2012, GDP growth in both years should 
still average 3.5 per cent. Growth in employment and personal income over 
the period should lead to modest but steady increases in household spending. 
While U.S. exports are expected to rise substantially over the projection 
horizon, their positive contribution to growth will likely be offset by higher 
imports until early 2012. 


The outlook for the euro area is clouded by weak domestic demand. 
Economic growth in 2010 is expected to be driven primarily by increased 
exports and is essentially unchanged from the January Report. Growth in 
2011, however, is now projected to be somewhat weaker. A solid recovery is 
not expected until 2012, since many sectors have excess Capacity, and con- 
sumption is expected to be tempered by a sluggish recovery in labour 
markets. 


The near-term prospects for the global 
economy have improved modestly, with 
growth projected to average slightly 
more than 4 per cent through 2012. 


Even though the withdrawal of fiscal 
stimulus will have a dampening effect 
on U.S. economic activity in 2011 and 
2012, GDP growth in both years should 
still average 3.5 per cent. 
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Chart 6: Fiscal stimulus is currently supporting U.S. growth, but 
private demand should become more durable in later years 
Annual data 


2008 2009 2010 2011 2012 
-®@ GDP & Estimated contribution of stimulus [J GDP excluding stimulus 


Note: The contribution of the stimulus to growth reflects effects on GDP of stimulus enacted in response to 
the crisis and includes both direct goverment expenditures and indirect effects of the stimulus on other 
components of aggregate demand. 

Source: Bank of Canada 


The outlook for Japan remains largely unchanged, with heavy reliance on 
external demand for growth. Consumption, which has been boosted by 
government transfers to households and incentives for purchases of durable 
goods, is not expected to be a major contributor to GDP growth. The same is 
true of investment, as firms work off excess Capacity. 


Growth in China is projected to ease slightly in 2011-12, as the effects of 


Growth in China is projected to ease previous stimulative measures begin to dissipate and monetary and credit 
slightly in 2011-12, averaging roughly policies become less accommodative, but should average roughly 9.0 per 
9.0 per cent. cent. Other emerging-market economies are also expected to experience 


strong growth over the next three years, supported in many cases by 
increased export demand from China. 


The Bank’s non-energy commodity price index is expected to rise by about 
30 per cent over the next three years as the global economy recovers, 
broadly consistent with the Bank’s January projection. Current oil price 
futures indicate that oil prices will rise to around US$91 per barrel in 2012, 
also in line with expectations in the January Report (Chart 7). 


Although global current account imbalances narrowed during the recession, 


Further corrective policy action will be they have started to expand now that the global economy is recovering and 
required over the medium term to put commodity prices are strengthening. As indicated by G-20 leaders, further 
global economic growth on a strong, corrective policy action will be required over the medium term to put global 
sustainable, and balanced path. economic growth on a strong, sustainable, and balanced path. 
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Chart 7: Futures curves suggest rising energy prices 
Price index: January 2008 = 100, monthly data 
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* Spot price for crude oil (16 April 2010) 

Spot price for natural gas (16 April 2010) 

¢ Based on an average of futures contracts over the two weeks ending 16 April 2010 

Note: Values for crude oil and natural gas prices in April 2010 are estimates based on the average daily spot 
prices up to 16 April 2010. 

Source: NYMEX 
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Tne Canadian Economy 


In Canada, the economic recovery is proceeding somewhat more rapidly than 
expected in the January Report, supported by continued fiscal and monetary 
stimulus, improved financial conditions, the rebound in global economic 
growth, more favourable terms of trade, and increased business and house- 
hold confidence. Larger-than-expected increases in household income and 
foreign demand provided additional momentum in the final quarter of 2009 
and the first quarter of 2010. The pace of real GDP growth is expected to 
moderate through 2010 and 2011, owing to the persistent strength of the 
Canadian dollar; the removal of fiscal stimulus; and the effects of the pulling 
forward of household expenditures and residential investment in recent 
quarters in response to accommodative monetary policy. Given the stronger 
growth in recent quarters, the level of economic activity in Canada is 
expected to remain higher than previously projected over the 2010-11 period, 
returning to full capacity in the second quarter of 2011, one quarter earlier 
than projected in January. 


Core inflation has been higher than projected in recent months, while total 
CPI inflation has evolved largely as expected. The strength of core inflation 
reflects a combination of transitory and more fundamental factors, such as 
the higher level of economic activity and the stickiness of wage increases 
relative to productivity. The latter has contributed to the resilience of the 
prices of some core services over the past year. With a more modest amount 
of excess supply in the economy and the more gradual deceleration in wages 
than previously anticipated, underlying inflation pressures are slightly more 
pronounced than in January. Both core inflation and total CPI inflation 
(excluding the impact of the sales tax harmonization in Ontario and British 
Columbia) are expected to be close to the 2 per cent target throughout the 
projection horizon. 


Recent Developments 
Aggregate Demand and Supply 


The modest recovery that emerged in the third quarter of 2009 gained signifi- 
cant momentum in the fourth quarter. Canadian real GDP increased by 5 per 
cent (at annual rates), reflecting continued robust growth in final domestic 
demand and exports, together with a substantially smaller advance in imports 
than in the previous quarter. Real gross domestic income rose even more 
sharply than real GDP as a result of a further improvement in Canada’s terms 
of trade (Chart 8). 


Growth in residential investment in the fourth quarter exceeded expectations, 
owing to a larger-than-anticipated effect of low mortgage rates and the home 
renovation tax credit. The contribution of government spending to GDP 


In Canada, the economic recovery is 


proceeding somewhat more rapidly 


than expected in the January Report. 


Core inflation has been higher than 


projected in recent months, while total 


CPI inflation has evolved largely as 
expected. 


The modest recovery that emerged in 
the third quarter of 2009 gained signifi- 
cant momentum in the fourth quarter. 
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Recent indicators point to continued 
strong growth of about 5.8 per cent in 
the first quarter of 2010. 


The buoyancy of government spending 
and, to a lesser degree, personal 
spending, significantly cushioned 

the downturn and has supported 

the recovery. 
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Chart 8: Continued improvements in Canada’s terms of trade 
have boosted the recovery in real gross domestic income 
Quarterly growth at annual rates 


2006 2007 2008 2009 2010 


=— Real gross domestic income =— Real gross domestic product 
—— Real final domestic demand 


Note: Numbers for 2010Q1 are estimates. 
Sources: Statistics Canada and Bank of Canada estimates 


growth also remained sizable, as expected, reflecting ongoing fiscal 

stimulus. Business fixed investment fell, offsetting the modest rebound in 

the third quarter. Firms have remained cautious, waiting for additional evi- 
dence of a durable recovery in demand, particularly in the United States. 
Notwithstanding this caution, the rise in exports was stronger than expected, 
aided by a firmer recovery in U.S. economic activity. Meanwhile, imports 
increased moderately, following an exceptional surge in the third quarter. 
Overall, fourth-quarter sales increased sharply, and firms reduced their inven- 
tories at a faster pace than in the third quarter, resulting in a further decline in 
the stock-to-sales ratio. 


Recent indicators point to continued strong growth of about 5.8 per cent in 
the first quarter of 2010, with widespread advances in domestic demand, 
additional gains in exports, and the beginning of a turn in the inventory cycle. 
Residential investment received a further temporary boost as households 
rushed to benefit from the home renovation tax credit before it expired on 

31 January 2010. As well, business investment is expected to have begun its 
cyclical recovery, with recent indicators suggesting a strong rebound in the oil 
and gas sector and related manufacturing activities. 


Although the increase in real GDP in the last two quarters was stronger than 
anticipated, a temporary surge in growth is not atypical at this stage of the 
business cycle. To put the recent downturn and recovery in perspective, it is 
helpful to look at key components of aggregate demand in terms of levels. 
Their relative performances differ noticeably (Chart 9). The buoyancy of 
government spending and, to a lesser degree, personal spending, signifi- 
cantly cushioned the downturn and has supported the recovery. In contrast, 
the level of business fixed investment is still very depressed. Exports also 
remain well below their pre-recession level, reflecting the persistent weak- 
ness in the level of U.S. demand and declining competitiveness (Chart 10). 
As a result of these developments, the level of real GDP in the first quarter of 
2010 was still about 1 per cent below its peak in the third quarter of 2008, and 
some 2 per cent below potential. 
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Chart 9: The resilience in personal expenditures and the 
sustained rise in government expenditures have supported 
economic activity 

Index: 2008Q3 = 100, chained 2002 dollars, quarterly data 
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Note: Numbers for 2010Q1 are estimates. 
Sources: Statistics Canada and Bank of Canada estimates and calculations 


Chart 10: The level of Canadian exports remains depressed, 
partly because of the weakness in U.S. activity 
Index: 2006Q1 = 100, quarterly data 
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a. Technical Box 2 in the July 2009 Report, “The U.S. Activity Index Used at the Bank of Canada,” provides 
details on the index. 

Note: Numbers for 2010Q1 are estimates. 

Sources: Statistics Canada and Bank of Canada estimates and calculations 


Estimated Pressures on Capacity 


Excess supply began to contract in the fourth quarter and narrowed further in 
the first quarter of 2010, with economic activity expanding much more rapidly 
than potential output.* The Bank’s conventional measure indicates that the 
output gap was -2.3 per cent in the first quarter (Chart 11). In assessing 


1 Asin the January Report, the Bank estimates that potential output growth troughed at 1.2 per cent in 2009. The growth of 
potential output is then expected to pick up to 1.5 per cent in 2010 and 1.9 per cent in 2011 and 2012. 
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excess capacity, the Bank considers its conventional measure in conjunc- 
tion with several other indicators, since there is considerable uncertainty 
surrounding estimates of potential output, particularly when the economy 
is coming out of a recession. The Bank’s spring Business Outlook Survey 
(http://www. bankofcanada.ca/en/bos/2010/spring/bos0410e.pdf) suggests that capacity 
pressures remained subdued in the first quarter, with the percentage of firms 
reporting that they would have difficulty meeting an unanticipated increase in 
demand still at a low level. 


Chart 11: While still substantial, excess supply in the Canadian 
economy began to narrow in 2009Q4 
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a. Response to Business Outlook Survey question on capacity pressures. Percentage of firms indicating that 
they would have either some or significant difficulty meeting an unanticipated increase in demand/sales. 

b. Response to Business Outlook Survey question on labour shortages. Percentage of firms reporting labour 
shortages that restrict their ability to meet demand. 

c. Difference between actual output and estimated potential output. The estimate for the first quarter of 2010 
(indicated by *) is based on a projected increase in output of 5.8 per cent (at annual rates) for the quarter. 

Source: Bank of Canada Last observation: 201001 


Chart 12: The labour market is gradually improving 
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Recent indicators suggest that the labour market has continued to improve 


gradually, in tandem with the turnaround in real GDP. Both employment and The Bank judges that the economy was 
average hours worked began to recover in mid-2009, and the unemployment operating about 2 per cent below its 
rate has been edging down, although it remains at a relatively high level production capacity in the first quarter 


(Chart 12). Results from the spring Business Outlook Survey indicate that the of 2010. 
percentage of firms facing labour shortages has risen only modestly from the 
trough reached in the fourth quarter of 2009. 


After reviewing all the indicators of capacity pressures, and taking into 
account the weakness in potential output associated with ongoing restruc- 
turing across various sectors of the Canadian economy, the Bank judges that 
the economy was operating about 2 per cent below its production capacity in 
the first quarter of 2010. 


Inflation and the 2 Per Cent Target 


Core inflation has been firmer than projected in January, the result of both 


transitory and more fundamental factors. Although core inflation was Core inflation has been firmer than 
expected to remain relatively stable over the near term, it rose from 1.5 per projected in January, the result of 
cent in November to 2.1 per cent in February (Chart 13). This upward move- both transitory and more fundamental 
ment partly reflects transitory factors, such as the unusual pricing pattern for factors. 


new passenger vehicles since the introduction of the 2010 models into the 
CPI in November, and the surge in the price of travel accommodation associ- 
ated with the 2010 Winter Olympics in Vancouver. 


More broadly, the firmness of core inflation over the past year, despite the 

large amount of excess supply in the economy, reflects the resilience in the 

prices of some components of core services, including a significant rise in 

some regulated prices (€.g., communications, tuition fees, and cable ser- 

vices). This resilience reflects the slower-than-anticipated deceleration in 

wages, since labour costs represent a large portion of total production costs The firmness of core inflation over the 
in core services. Shelter prices have also increased at a faster-than-expected past year reflects the resilience in the 
rate, reflecting the more rapid rebound in housing demand as households prices of core services. 

pulled forward some of their expenditures. 


Chart 13: Core inflation has been firmer than expected 
Year-over-year percentage change, monthly data 
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a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on the 
remaining components 
Source: Statistics Canada Last observation: February 2010 
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Total CPI inflation in January and 
February was only slightly higher than 


projected. 


Financial conditions in Canada have 
provided ongoing support to the 


economic recovery. 
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On balance, the 12-month rate of change in the total CPI in January and 
February was only slightly higher than projected in the January Report, since 
the larger-than-expected rise in core inflation was partly offset by weaker- 
than-expected prices in some volatile components, particularly for energy 
and vegetables. 


With Canada’s economic recovery gaining momentum and energy prices 
firming up, measures of near-term inflation expectations have risen closer to 
the 2 per cent target in recent months. The April Consensus Economics 
forecast for total CPI inflation in 2010 is 1.9 per cent. As reported in the 
Bank’s spring Business Outlook Survey, expectations for average inflation 
over the next two years remain concentrated within the Bank’s inflation- 
control range, although an increasing share of respondents (40 per cent) saw 
inflation in the upper half of this range. Market-based measures of longer- 
term inflation expectations continue to lie within their historical range. Taking 
this and other information into account, the Bank judges that medium- and 
longer-term inflation expectations remain well anchored at the 2 per cent 
inflation target. 


Canadian Financial Conditions 


Financial conditions in Canada have been favourable in recent months, 
providing ongoing support to the economic recovery. With ample liquidity in 
money markets, funding costs for Canadian banks have remained very low. 
The effective borrowing costs for Canadian households have also stayed at 
an exceptionally low level, despite some increase in mortgage rates (Chart 14 
and Table 2). In that context, both mortgage and consumer credit have con- 
tinued to grow at an even faster pace than expected (Chart 15), fuelling per- 
sonal expenditures and residential investment. 


Chart 14: Borrowing costs for households and businesses remain 
at exceptionally low levels 
Weekly data 


2007 2008 2009 2010 
=— Effective business interest rate == Effective household interest rate 


Note: For more information on these series, see <http://credit.bankofcanada.ca/financialconditions>. 
Source: Bank of Canada calculations Last observation: 16 April 2010 
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Table 2: Borrowing costs for households and businesses 
Per cent 


Estimated 
effective 3-month 
variable bankers’ Long-term 

Overnight mortgage acceptances | corporate 

rate rate rate bond rate 


31 July 2007 
18 October 2007 
24 January 2008 
24 April 2008 
17 July 2008 
23 October 2008 
22 January 2009 
23 April 2009 
23 July 2009 
22 October 2009 
21 January 2010 
16 April 2010 


Sources: Long-term corporate bond rate, Bloomberg; all other series, Bank of Canada 


Chart 15: Household credit continues to grow at a robust pace, 
while business credit has been weak 
3-month percentage change (at annual rates) 
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The Bank’s latest surveys suggest 
further easing in lending conditions 


for large firms. 
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Effective borrowing costs for Canadian businesses have also remained very 
low. For the first quarter of 2010, the Bank’s latest Senior Loan Officer Survey 
(http:/Awww.bankofcanada.ca/en/slos/pdf/slos2010Q1.pdf) (Chart 16) suggests further 
easing in lending conditions for large firms and stabilizing lending conditions 
for small businesses and commercial borrowers, following several consecu- 
tive quarters of tightening. A similar picture emerges from the Business 
Outlook Survey, with large firms continuing to report an easing, and small 
and medium-sized firms indicating that credit conditions had, on balance, 
tightened. 


Chart 16: Results from the Senior Loan Officer Survey suggest 
that lending conditions for Canadian non-financial firms eased 
in 2010Q1 
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== Overall business-lending conditions {@ Overall credit conditions from 
from the Senior Loan Officer Survey? the Business Outlook Survey® 


a. Weighted percentage of surveyed financial institutions reporting tightened credit conditions minus the 
weighted percentage reporting eased credit conditions. 

b. Percentage of firms reporting tightened credit conditions minus percentage reporting eased credit 
conditions. 

Source: Bank of Canada Last observation: 201001 


Consistent with the experience of the economic cycle in the early 1990s, 
growth in total business credit has remained weak in recent months, despite 
the emerging recovery in overall real GDP. 


As has been the case since the beginning of the economic downturn, narrow 
monetary aggregates have continued to grow rapidly. This reflects both the 
desire of households and firms to maintain liquid assets until the recovery is 
well entrenched, and the limited incentive that low interest rates provide for 
longer-term investments. In January and February, the average rate of 
increase, On a year-over-year basis, in the narrow monetary aggregate M1+ 
(at about 15 per cent) was well above historical experience, while that of the 
broader aggregate M2++ (at less than 6 per cent) was slightly below the past 
trend. Growth in narrow money balances is expected to decline over time as 
the economy recovers. 


Exchange Rate 


The Canadian dollar has appreciated since the January Report and has 
recently averaged about 99 cents U.S., roughly 3 per cent higher than the 
value of 96 cents U.S. assumed in the January Report (Chart 17). 
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Chart 17: The Canadian dollar has appreciated since the 
January Report 
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Outlook for the Canadian Economy 


The Bank’s base-case projection incorporates the following key assumptions: 


a Canada/U.S. exchange rate averaging 99 cents U.S.; energy prices in line 
with recent futures prices; prices for non-energy commodities increasing 
progressively as the global economy recovers; and global credit conditions 
continuing to gradually improve. 


Aggregate Demand and Supply 


The profile for growth in the Canadian economy is more front-loaded than 
that presented in the January Report. Following much stronger than 
expected growth in real GDP in the fourth quarter of 2009 and the first 
quarter of 2010, the Bank now projects that growth will revert more quickly to 
trend (Chart 18). This slower pace of growth between the second quarter of 
2010 and the end of 2011 reflects the Bank’s assessment that policy stimulus 
measures resulted in considerably more expenditures being brought forward 
in late 2009 and early 2010 than expected, a somewhat weaker outlook for 
U.S. economic growth starting in the second half of 2010, and the higher 
assumed level for the Canadian dollar. On an average annual basis, GDP is 
now projected to grow by 3.7 per cent in 2010 before slowing gradually to 

3.1 per cent in 2011 and 1.9 per cent in 2012 (Table 3). The economy is now 
expected to return to full capacity in the second quarter of 2011, one quarter 
earlier than projected in January. 


This year should mark the turning point when private sector demand takes 
over from the public sector as the primary source of growth. By 2011, the 
private sector should be the sole contributor to the growth of domestic 
demand in Canada. In this regard, the Bank’s estimates of the contribution of 
government spending to real GDP growth suggest that it peaked at about 

2 percentage points in the second half of 2009 and will gradually decline, 
turning negative in the second half of 2011. 


The economy is projected to grow by 
3.7 per cent in 2010, 3.1 per cent in 
2011, and 1.9 per cent in 2012. 


This year should mark the turning point 
when private sector demand takes over 
from the public sector as the primary 
source of growth. 
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Chart 18: Real GDP growth is expected to moderate from its 
rapid pace in 2009Q4 and 2010Q1 
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Sources: Statistics Canada and Bank of Canada projections 


Although some slowing is anticipated from the rapid pace registered early in 
the year, consumer spending is expected to grow robustly throughout the 
projection horizon, aided by an accommodative monetary policy, gains in 
employment and labour income, and improved consumer confidence. 
However, the recent increase in household indebtedness and prospective 
increases in the debt-service ratio should dampen household spending in the 
coming years. 


Investment in housing is projected to weaken markedly through the remainder 
of 2010 and well into 2011. This reflects the significant amount of activity that 
was pulled forward in late 2009 and early 2010 by exceptionally low mortgage 
rates and the recently expired home renovation tax credit, together with the 
tightening of mortgage affordability. 


Investment in housing is projected 
to weaken markedly through the 
remainder of 2010 and well into 2071. 


Table 3: Contributions to average annual real GDP growth 
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Percentage points? 


Consumption 

Housing 

Government 

Business fixed investment 


Subtotal: Final domestic demand 


Subtotal: Net exports 

Inventories 

GDP 

Memo items: 
Potential output 


Real gross domestic income (GDI) 


04 (0.1) 


1.9 (1.7) 


17 (1.8) 


-0.5 (-0.5) 


0.6 (0.3) 


-0.1 (0.0) 


14 (1.0) 


1.3 (1.3) 


-0.2 (-0.3) 


an 


-2.2 (-1.9) 
4.5 (1.3) 
-4.5 (-4.4) 


0.2 (0.1) 
4.0 (3.4) 
24 (1.9) 


0.8 (0.8) 
2.2 (2.3) 
1.8 (21) 


4.3 (4.4) 
-0.2 (0.0) 
-0.9 (1.2) 


-2.9 (-3.1) 
-0.8 (-1.2) 


0.5 (0.7) 


1.6 (-1.8) 


0.2 (0.3) 
0.7 (0.9) 


-2.6 (-2.5) 


12 (1.2) 


3.7 (2.9) 


1.5 (1.5) 


3.1 (3.5) 


1.9 (1.9) 


1.9 (1.9)° 


=5.8 (9.9) 


5.6 (4.2) 


3.7 (4.6) 


a. Figures in parentheses are from the base-case projection in the January Monetary Policy Report. 


b. This assumption is from the October 2009 Monetary Policy Report. 
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Chart 19: The more rapid rise in unit labour costs and the 
appreciation of the Canadian dollar have reduced our 
competitive position vis-a-vis the United States 

Unit labour costs 

Index: 2007Q1 = 100, quarterly data 


Index 
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=—— Unit labour costs, =~ Unit labour costs, == Unit labour costs, 
Canada (in Can$) Canada (in US$) United States (in US$) 
Sources: U.S. Bureau of Labor Statistics, Statistics Canada, 
and Bank of Canada calculations Last observation: 200904 


The gradual recovery in business investment that started at the beginning of 


2010 is expected to intensify over the projection horizon, driven by improved The recovery in business investment 
economic prospects and the need to increase productivity in a more com- is expected to intensify, driven by 
petitive international environment. The Bank’s outlook for investment improved economic prospects and the 


spending in 2010 is consistent with the results reported in its spring Business need to increase productivity. 
Outlook Survey and Statistics Canada’s 2010 Beginning-of-Year Survey of 

Private and Public Investment Intentions. With respect to business inven- 

tories, the adjustment required to return the stock-to-sales ratio to a more 

sustainable level appears to be largely completed, which should provide 

support to real GDP growth over the projection horizon. 


Exports are projected to rise over the projection horizon, in response to 
growing external demand and higher world commodity prices. The persistent 
strength of the Canadian dollar and rising unit labour costs will, however, 
dampen the expansion (Chart 19). Export growth in 2011 is projected to be 
somewhat weaker than assumed in January, owing to more subdued pros- 
pects for U.S. economic activity and the higher value assumed for the 
Canadian dollar. Import volumes are also projected to grow at a somewhat 
slower pace over the projection horizon, reflecting the revised outlook for 
growth in domestic demand and exports. 


The Projection for Inflation 


With the higher amount of expenditures brought forward resulting in some- 

what smaller excess supply, as well as a more gradual deceleration in Inflationary pressures are slightly more 
wages than previously anticipated, inflationary pressures are slightly more pronounced than expected in January. 
pronounced than expected in January. 


The Bank’s base-case projection for inflation now incorporates estimates for 
the effect of the sales tax harmonization in Ontario and British Columbia. 
Effective 1 July 2010, both provinces will harmonize their provincial sales tax 
with the federal goods and services tax. As a result, a broader range of 
goods and services will be taxed in Ontario and British Columbia. According 
to the Bank’s calculations, the direct impact will be a temporary rise of 
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Table 4: Summary of the base-case projection for Canada? 


Real GDP 
(quarter-over-quarter 
percentage change) 


Real GDP 
(year-over-year 
percentage change) 


Core inflation 
(year-over-year 
percentage change) 


Total CPI? 
(year-over-year 
percentage change) 


PAO eA |: 


PAD WW CHOE Nl 


Total CPI excluding 
the effect of the HST 
(year-over-year 

percentage change) 


WTI° 
(level) 


ZNO 2A 


a. Figures in parentheses are from the base-case projection in the January Monetary Policy Report. 

b. The total CP! projection presented here includes the effect of the HST, while the projection presented in the January Report did not. 

c. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of futures contracts over the 
two weeks ending 16 April 2010. 


0.6 percentage points in the year-over-year rate of increase of total CPI 
between July 2010 and June 2011.” As part of the shift to the harmonized 
sales tax (HST), most taxes currently paid on business inputs will be refunded 
through tax credits. This reduction in production costs should have some 
offsetting effect on consumer prices over time. The extent and the timing of 
this effect are particularly difficult to assess. The Bank’s base-case projection 
assumes that these cost savings will be transmitted gradually during the 
second half of the year, eventually reducing core and total CPI by a cumulative 
0.3 percentage points. As has been the case with previous changes in indirect 
taxes, for the purposes of monetary policy, the Bank will look through the 
first-round effect of the tax harmonization on prices. 


Core inflation is expected to ease slightly in 2010 as the effect of temporary 
factors dissipates and tax refunds to businesses (resulting from the introduc- 
tion of the HST) are passed through to consumers (Table 4).° With inflation 
Inflation is expected to be close to 2 per expectations well anchored, core inflation is expected to remain near 2 per 
cent throughout the projection period. cent throughout the projection period. The effect of the recent slowing in 
wage growth, together with improvements in labour productivity, is offset by 
the gradual absorption of excess supply (Chart 20). 


Total CPI inflation, excluding the effect of the HST, is expected to be slightly 
higher over the coming year than was projected in the January Report. With 
base-year effects for energy components, notably natural gas, dropping out 
of the data, this measure of inflation is expected to return to 2 per cent in 
mid-2010. Total CPI inflation, including the effect of the HST, is expected to 
be slightly higher than 2 per cent over the coming year, before returning to the 
target in the second half of 2011. 


2 This estimate assumes that the proportion of the consumer basket affected by the tax increase is about 15 per cent. Ontario 
and British Columbia account for 41 and 14 per cent, respectively, of the share of total Canadian household spending on goods 
and services. 


3 This is because while core inflation excludes the effect of changes in indirect taxes paid by the consumer, it does not exclude 
the effect of taxes paid on business inputs. 
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Chart 20: Total CPI and core inflation in Canada are projected to 
remain close to the 2 per cent target over the projection horizon 
Year-over-year percentage change, quarterly data 
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a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on the 
remaining components 
Sources: Statistics Canada and Bank of Canada projections 


The uncertainty surrounding the Bank’s inflation projection is illustrated using 
fan charts. Chart 21 and Chart 22 depict the 50 per cent and 90 per cent 
confidence bands for year-over-year core inflation and total CPI inflation from 
the second quarter of 2010 to the end of 2012.* 


Chart 21: Projection for core CPI inflation Chart 22: Projection for total CPI inflation 
Year-over-year percentage change Year-over-year percentage change 
% % 
4 
3 
2 
4 
0 
= 
-2 
2009 2010 2011 2012 2009 2010 2011 2012 
= Base-case scenario | 50 per cent confidence interval =— Base-case scenario 50 per cent confidence interval 
90 per cent confidence interval 90 per cent confidence interval 
Source: Bank of Canada Source: Bank of Canada 


4 Technical details on the construction of the fan charts are available at <http://www.bankofcanada.ca/en/mpr/pdf/ 
backgrounder_fancharts.pdf>. 
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Folicy RESOONSe 


In response to the sharp, synchronous global recession, the Bank lowered 
its target rate rapidly over the course of 2008 and early 2009 to its lowest 
possible level. With its conditional commitment introduced in April 2009, the 
Bank also provided exceptional guidance on the likely path of its target rate. 
This unconventional policy provided considerable additional stimulus during 
a period of very weak economic conditions and major downside risks to the 
global and Canadian economies. With recent improvements in the economic 
outlook (Technical Box 1), the need for such extraordinary policy is now 
passing, and it is appropriate to begin to lessen the degree of monetary 
stimulus. 


On 20 April, the Bank maintained its target for the overnight rate at 1/4 per 
cent and removed its conditional commitment. The extent and timing of any 
additional withdrawal of monetary stimulus will depend on the outlook for 
economic activity and inflation, and will be consistent with achieving the 

2 per cent inflation target. 
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Technical Box 1 


The Current Economic Outlook Is Firmer than Envisaged in April 2009 


Chart A: Through 2010Q1, total CPI inflation has 
evolved in line with the April 2009 projection... 
Year-over-year percentage change, quarterly data, CPI 


Chart B: ... however, core inflation has been 
significantly higher than projected a year ago 
Year-over-year percentage change, quarterly data, core CPI 
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90 per cent confidence interval for total CPI excluding 
the effect of the HST 


Sources: Statistics Canada and Bank of Canada projections 


Chart C: Private domestic spending has been more 
robust than projected 
Real private domestic demand, quarterly data 
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Chart D: The level of real GDP has been higher and 
excess supply more modest than projected 
Real GDP, quarterly data 
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Risks to the Outlook 


Despite the firming of the global and Canadian recoveries, there are still con- 
siderable risks around the Bank’s outlook. 


The main upside risks to inflation are that domestic and international develop- 
ments will generate more demand for Canadian goods and services than is 
currently anticipated. Domestically, while private consumption and residential 
investment have recently grown at an even faster pace than anticipated, the 
Bank expects a deceleration in the growth of private consumption to a more 
sustainable rate, as well as a marked weakening in housing activity. However, 
it is possible that the momentum in domestic demand could be greater than 
currently expected, owing to buoyant household confidence and easy finan- 
cing conditions. Internationally, a faster-than-expected global recovery could 
create additional inflationary pressures by stimulating external demand for 
Canadian exports and improving the terms of trade. 


There are two main downside risks to inflation. First, the global economic 
recovery could be more protracted than currently projected. The Bank 
expects that private sector demand will be sufficiently strong once fiscal 
stimulus measures are unwound. There is a risk, however, that self-sustaining 
growth in private demand will take longer to materialize than currently 
expected and will falter as policy stimulus is withdrawn. There is also a risk 
that sovereign credit concerns could intensify, leading to higher borrowing 
costs and a more rapid tightening of fiscal policy in some countries. Either of 
these factors would restrain global private demand relative to the Bank’s 
base-case projection. Second, there is a risk that the combination of the 
persistent strength of the Canadian dollar and Canada’s poor relative produc- 
tivity performance could exert a larger-than-expected drag on growth and put 
additional downward pressure on inflation. 


While risks to the inflation outlook remain elevated, the Bank judges that they 
are roughly balanced over the projection horizon. 


Over the medium term, global macroeconomic imbalances continue to 
pose significant risks to the outlook. These imbalances narrowed during 
the recession, as U.S. households curtailed their spending, while domestic 
demand in Asian emerging-market economies has been boosted by 
aggressive policy measures. Sustained improvement over the medium 
term will require fiscal consolidation in the United States and several other 
advanced countries, together with policy-induced growth in domestic 
demand and real exchange rate adjustments for surplus countries. In the 
absence of these conditions, large imbalances may re-emerge, with the 
attendant risk of disorderly adjustment. 
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This text is a commentary of the Governing Council of the Bank of Canada. It presents the Bank’s 
outlook based on information received up to 20 April 2010. 


Global economic growth has been somewhat 
stronger than projected, with momentum in 
emerging-market economies increasing noticeably. 
Exceptional stimulus from monetary and fiscal poli- 
cies continues to provide important support in many 
countries. The recovery in the major advanced econ- 
omies is still expected to be relatively subdued, 
reflecting ongoing balance sheet adjustments and 
the gradual withdrawal of fiscal stimulus commencing 
later this year. 


In Canada, the economic recovery is proceeding 
somewhat more rapidly than the Bank had projected 
in January, and the profile for growth is more front- 
loaded. The Bank now projects that the economy will 
grow by 3.7 per cent in 2010 before slowing to 3.1 per 
cent in 2011 and 1.9 per cent in 2012. 


This profile reflects stronger near-term global growth, 
very strong housing activity in Canada, and the 
Bank’s assessment that policy stimulus resulted in 
more expenditures being brought forward in late 
2009 and early 2010 than expected. At the same 
time, the persistent strength of the Canadian dollar, 
Canada’s poor relative productivity performance, and 
the low absolute level of U.S. demand will continue to 
act as significant drags on economic activity in 
Canada. The Bank expects the economy to return to 
full capacity in the second quarter of 2011. 


The outlook for inflation reflects the combined influ- 
ences of stronger domestic demand, slowing wage 
growth, and overall excess supply. Core inflation, 
which has been somewhat firmer than projected in 
January, is expected to ease slightly in the second 
quarter of 2010 as the effect of temporary factors 
dissipates, and to remain near 2 per cent throughout 


Highlights 


e The economic recovery in Canada is pro- 


ceeding somewhat more rapidly than expected 
in January. 


The profile for growth is more front-loaded, 
with the economy projected to grow by 

3.7 per cent in 2010 before slowing to 3.1 per 
cent in 2011 and 1.9 per cent in 2012. 


The Canadian economy is expected to return 
to full capacity in the second quarter of 2011 
and inflation is expected to be close to the 

2 per cent target throughout the projection 
horizon. 


On 20 April 2010, the Bank maintained its 
target for the overnight rate at 1/4 per cent and 
removed the conditional commitment. 


The Bank judges that the risks to the inflation 
outlook are roughly balanced over the projec- 
tion horizon. 
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the rest of the projection period. Total CPI inflation is 
expected to be slightly higher than 2 per cent over 
the coming year, before returning to the target in the 
second half of 2011. 


Despite the firming of the global and Canadian recov- 
eries, there are considerable risks around the Bank’s 
outlook. 


The main upside risks to inflation are that domestic 
and international developments will generate more 
demand for Canadian goods and services than is 
currently anticipated. It is possible that the 
momentum in household expenditures and residen- 
tial investment could be greater than currently 
expected. Internationally, a faster-than-expected 
global recovery could stimulate external demand for 
Canadian exports and improve the terms of trade. 


Projection for global economic growth 


There are two main downside risks to inflation. First, 
the global economic recovery could be more pro- 
tracted than currently projected. Second, the combi- 
nation of the persistent strength of the Canadian 
dollar and Canada’s poor relative productivity perfor- 
mance could exert a larger-than-expected drag on 
growth and put additional downward pressure on 
inflation. 


While risks to the inflation outlook remain elevated, 
the Bank judges that they are roughly balanced over 
the projection horizon. Over the medium term, global 
macroeconomic imbalances continue to pose signifi- 
cant risks to the outlook. 


In response to the sharp, synchronous global reces- 
sion, the Bank lowered its target rate rapidly over the 
course of 2008 and early 2009 to its lowest possible 


Share of real Projected growth (per cent)? 
se GDP? 
(per cent) 2009 2010 2011 2012 


United States 


2.4 (-2.5) 


3.1 (2.5) 3.5 (3.9) 


-44 (-3.9) 


Euro area 


1.2 (1.2) 1.6 (21) 


Japan =§,2 (-5.3) 


2.1 (1.9) 1.7 (2.0) 


China 8.7 (8.3) 


10.2 (9.3) 9.3 (9.2) 


Rest of the world -1.4 (2.0) 


4.5 (4.0) 44 (4.0) 


a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) valuation of country GDPs for 2008. 


Source: IMF, WEO, October 2009 


b. Numbers in parentheses are projections from the January 2010 Monetary Policy Report. 


Source: Bank of Canada 


Summary of the base-case projection for Canada? 


Real GDP 
(quarter-over-quarter 
percentage change) 


Real GDP 
(year-over-year 
percentage change) 


Core inflation 
(year-over-year 
percentage change) 


Total CPI? 
(year-over-year 
percentage change) 


Total CPI excluding 
the effect of the HST 
(year-over-year 
percentage change) 


WTI° 
(level) 


a. Figures in parentheses are from the base-case projection in the January Monetary Policy Report. 
b. The total CPI projection presented here includes the effect of the HST, while the projection presented in the January Report did not. 
c. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of futures contracts over the 


two weeks ending 16 April 2010. 
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level. With its conditional commitment introduced in On 20 April 2010, the Bank maintained its target for 


April 2009, the Bank also provided exceptional guid- the overnight rate at 1/4 per cent and removed the 
ance on the likely path of its target rate. This uncon- conditional commitment. The extent and timing of 
ventional policy provided considerable additional any additional withdrawal of monetary stimulus will 
stimulus during a period of very weak economic depend on the outlook for economic activity and 
conditions and major downside risks to the global inflation, and will be consistent with achieving the 
and Canadian economies. With recent improvements 2 per cent inflation target. 


in the economic outlook, the need for such extraordi- 
nary policy is now passing, and it is appropriate to 
begin to lessen the degree of monetary stimulus. 


Real GDP growth is expected to moderate from its 
rapid pace in 2009Q4 and 2010Q1 


= 


2a 
DOPL SELL ILA 


ff 


A x 
NIN 
NIN 
NIN 
\ \ 
NA 


2007 2008 2009 2010 2011 2012 
—— Year-over-year percentage [f§ Quarter-over-quarter percentage 
change in real GDP change in real GDP, at annual rates 
--- Base-case projection WS Base-case projection 


Sources: Statistics Canada and Bank of Canada projections 


Total CPI and core inflation in Canada are projected to remain 
close to the 2 per cent target over the projection horizon 
Year-over-year percentage change, quarterly data 


2007 2008 2009 2010 2011 2012 
otal CPI =—= Core CPié === Base-case projection 
=== Base-case projection === Base-case projection for total CPI excluding 

Control range === Target the effect of the HST 


a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on the 
remaining components 
Sources: Statistics Canada and Bank of Canada projections 
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Bank of Canada Publications 


Unless noted otherwise, all publications are available in print and on the Bank’s website: <http://www.bankofcanada.ca>. 


Monetary Policy Report (quarterly: January, April, July, and October) 
Financial System Review (June/December) 

Bank of Canada Review (quarterly; see website for subscription information) 
Business Outlook Survey (quarterly: January, April, July, and October) 
Senior Loan Officer Survey (quarterly: January, April, July, and October)* 
Speeches and Statements by the Governor 

Bank of Canada Banking and Financial Statistics (monthly)* 

Weekly Financial Statistics (oublished each Friday)* 

Renewal of the Inflation-Control Target: Background Information 
Annual Report 

A History of the Canadian Dollar James Powell (available at Can$8 
plus GST and PST, where applicable) 


* Available only on the Bank’s website 


The Bank of Canada’s Monetary Policy Report is published quarterly in January, April, July, and October. Copies of the Report and the Summary may be obtained by 
contacting Publications Distribution, Communications Department, Bank of Canada, Ottawa, Ontario, Canada K1A 0G9. 


Telephone: 613 782-8248; toll free in North America: 1 877 782-8248; email: publications@bankofcanada.ca; website: <www.bankofcanada.ca> 


Conference Proceedings 

Conference volumes published up to and including April 2005 are available on 
the Bank’s website. Print copies can be purchased for Can$15 plus GST and 
PST, where applicable. Papers and proceedings from Bank of Canada confer- 
ences, seminars, and workshops held after April 2005 are now published 
exclusively on the Bank’s website. 


Technical Reports, Working Papers, and Discussion Papers 

Technical Reports, Working Papers, and Discussion Papers are usually 
published in the original language only, with an abstract in both official 
languages. Technical Reports dating back to 1982 are available on the Bank’s 
website, as are Working Papers back to 1994. Discussion Papers deal with 
finished work on technical issues related to the functions and policy making 
of the Bank. They are of interest to specialists and other central bankers. 
Discussion Papers for 2007-2010 are available on the Bank’s website. 


eo'epeuronpanbueq’mm : ga alls ‘eo‘epeueonpanbueq@suoreoiqnd : anbiuo.9e|9 assaspe 
‘8bZ8-28Z LZ8 | : PON Np anbuawy ua siey sues o19WNU ‘gpzB-zBZ E19 : auoYdalaL 


‘690 VIN Bpeued ‘(o11ejUQ) eme}O ‘epeueg 


np anbueg ‘suojediunwwoy sap juswapedap ‘suoleagnd sap uolsnyyip e] ap BdIAsas a] JaAe JanbiunWwod Zaj|INaA ‘as/eWWOS Np no Loddey np sase|\dwaxa 
SAP JIOAGDAJ INO “8.190}90 Ud 39 JaIIIN[ UD ‘|UAe Ud ‘“VaIAUR! UD OS ‘Ue,| SIO} asyeNb aIjqnd jsa epeueg np anbueg e| ap aiejauow anbyyod ej sns oddey 27 


‘anbueg e| ap gan 
d}IS 8] SUP S9}|NSUOD aJj9 JUBANed /0OZ SINdap smued asfjeue,p sjuaWNIOp 
$9] ‘xneJjuad SsJainbueg xne ja Sa}sijeldads xne Sauljsap jUOs sjj ‘anbueg e| 

ap JauUOIsi9ap SNSSad0Jd Ne ja SUO!}DUO} SapueIH xne SaAI}e}a1 SenbIUuYyIe} 
suol}sanb sap ins Jua}iod inb SaullWJa} 8ydJaYyOEs ap XNeALI] SEP JUBUIBDU0D 
asfjeue,p sJUaWNIOpP $a] ‘anbueg ke] 8p Ga a}IS 9] SUP SaljnsuOd a4}9 
jUuaAned P66] sindap smed jleAes] ap S}UBWINIOP Sa 19 ZB} ap sed e 
saljqnd sanbiuyoe} soddes $9] ‘anburjiq awinsaJ un,p sapadeid Juepuadad 
1UOS S|! ‘Sunayne saj Jed aasiiiin anhue| e) suep ajesauah aja ua saljqnd jus 
asfjeue.P S}UILUNIOP S9j J |!EAeJ] BP S}UBLUNION $9] ‘Sanbiuyde} syodded $37 
asAjeue,p S}UBWINIOP ja [1eALI) AP SyUaWNIOp ‘sanbiuysa} sjioddey 


“UO!N}YSUI | 

ap GaM ais 9] Suep JUsWaNDIUN Saal|qnd jUOS GQOZ lew sindap anbueg e| 
Jed snua} sialjaye ja Sauleulwuas ‘sanbo||0o sap e saajuasaid SuoleoluUNWWOd 
sajjne ja sapnje sa] ‘anbueg e| ap Gay ayls 9] SUBP Sa}\NSUOD aja Issne 
jUaAnad Sanbol|Od $90 ap $a}9e Sa] ‘a}BINUIAOIA 9]UBA BP axe] BY ‘nal e A IIS 
‘8 Sd &| snd ‘aslejdwexa,| NYO $ SL ap Xd ne (UaWAAISN|oUl) GOOZ |lJAe 
ua,nbsn{ snua} sanbol|o9 sap saj9e sap Jaided saidoo sap Jasnooud as jnad ug 
sanbojj0o ap sajoy 


‘anbueg e| 8p Gay e}IS 8] SUep Sa9}jnsuOd A119 JUaWAiNas JUaANad SuONeo|gnd say , 


‘Q{RIDUIAGIA AJUAA AP aXe} B} ‘Nall BK |S J8 Sd eI Snid ‘NYO $ 8 ap Xud ne Layo 
\|aMog Sawer 
anbiojsiy aaijdedssad aun : uaipeued seyjop a7 


januue yioddey 

UOIJEWIOJUI.pP 

8}0N — UONLU,| AP BSUyIeEW ap aj/qId e| ap UOIJONpUODaY 
“SIPAIPUAN 

Sa] Sno} yeseg *,SasaueUy Sanbijsije}s ap aslepewopgay uljayjng 


‘slow anbeya yeled 
*,epeue) np anbueg e] ap Sasaloueuy ja Saueoueg SanbysielS 


Jnausaano6 np suonesejsap 38 Ssnoosig 


'a1g0j90 Ua Ja Jayjin{ ua 
uae ua ‘“ainuel ua yereg *,41pI19 Np sajqesuodsa sap saidne ayanbuy 


'a1g0}90 ua Ja Jayjin[ ua 
june ua “aiauel ua yeseg *sasiidajua sap saniyodadsiad saj ins ayanbuz 


(Gam ais a] Suep sjuawauuoge xne syyejal sjUaWaUbIasual $a JOA) 
‘asawiuy anbeyo yesed "epeued np anbueg e] ap anaay 

‘aiqwiasap ua ja uin{ ua yeseg *Aa1NUeULY BWaySAs Np annay 

‘algO}I90 Ua 

Ja jayjin( ua ‘uae ua YalAuel ud Jered ‘aueyauow anbiyjod e| ans yioddey 


‘eo epeueonpenbueg MmMmM//:dl1y esseipe,| e ‘enbueg 


eB] BP Ga SUS 9] SUEP S9B}{NSUOD dJ}9 JUBANAA Je JaIded JEWO} US JUS}SIXE SUO!}EOI|GNd $9} $81NO} ‘eulesJUOD UO!}JeIIPU! jneS 


‘% ¢ 9P UO!E|JUI_P 

gIQIO B| 9p UOI}EsI|ea1 B] OBA Sa|qIyeEdWOd JUDIES 

}8 UO!E|JUI,| J@ SNDILWIOUODS S}IAIOL,| JUBUIQOUOD SUOIS 
-IAQId SEP UO!OUO} JUDIBS BUBPEsd0I1d A anbueg e| NO 
JUSWOLW 9] }9 ueJaUOLW eNbiyOd eB] Bp JUsLUaESSaL 
NESANOU 3NO} ap JNe|dwe-7 |eUuUO!IPDUOD JUsLUeHhebuS 
UOS B Uj SIW E198 &% p/| Cunol un e JUsWISOUeU Np 
g/QIO xnej 9] NuUsjUIeW e enbueg eB] ‘OLOT IAe OZ 27 


"90e|d Ud SIIE]BUOW 9]US}]ap Be] JoNus}Je & JBOUSLULWOD 
9P JUDIAUOD |! 8 SBIIESSBD9U SUIOLU JUBUUSIASP Sa}|9U 
-uol}d980xe sanbiz!|Ood sao ‘senbiwiou0ds SeAI}Oedsied 
SOP 9]U9D9/ UO!}EIONSWE,| BP INSAL] e| \¥ “AUUBIP 
-BULD SILUOUODA,| J9 BleIDUOLU BILUOUODa,| INS JUBSEd 
assieg P| Be S}JUBLOdUI SaNnbsi Sap je B|qesOARJap Sal} 


epeuey np enbueg ke] ep suoneoijgqnd 


anbiwioUodS a4NJOUO/UOD BUN Jed senbieW spoued 
aun jUuepUSsd a|QeJepISUOD a]JeUUOIIPpe UO!S|NduuI aun 
IUINOJ & 9|J@UUOIIPes} UOU ENbIyWJOd 9a}4eD wne}oeUIp 
xne} np xjqeqoud aulojoales} e] e JUeNb SauleulpsOe}x9 
SUOIJEDIPU! SOP SuUOP ISssne & aII9 ‘GQOZ |I4Ae US Sd 
e aI/9,Nb |aUUOIIPUOD JUsLUSHebHua,| e BdeID ‘aIqIS 
-sod neaiu seq snjd ne sjqej9a,| nod 6Q0Z ap Ingep 
ne 198 8OOZ ude UNOf UN e JUsUeOUBUI) Np 9jqIO xne} 9} 
juslepides assiege e enbueg P| ‘aqoj6 np ajjayoa,| e 
B8SIUOJYOUAS 18 BBOUOUOIC UOISS9D9J B] 2 UO!I}OeBSs UF 


“SeAljOedsied 
sa] JNod sjueyOduw! senbsi Sep 4ea]Ueseid 9p jUsNU 
-IJUOD xNeIPUOLW SENbiwWOUddsaJDeW Saiqi|inbesap 

S9| ‘eWW98} UBAOW Y ‘uol}D9[o1d ap spouad e| ap 


3 


OLOZ TIMAV # SHIVLANOW SNOILIMNOd V1 ENS LYOddVY # VOWNVO Nd SNONVE 
SYIVWWOS 


epeuey np anbueg e| ap suonda[oid ya epeuey anbysieys : saoun0s 
S9]UPSOCWOD Sau}Ne Sa] INS S}OaJIPU! S}OdWI Sap 
SUONEIIJIPOW SAP 14}J9,] aNb ISUIe Dd],| BP S9Iye|OA SNjd Sa] SayueSOdWwWOd sap jINY JueNjoxXe aoipu “eB 


uoneyul,| ap esuyew 


HAL ®| 8p }eY2,| OP Bd === 8p syeyoinoy 
aB1uJ09 jeqo6 Odj,| snod 90U9J9J91 BP OLBUBOS 90US19J91 BP OLIEUBOS 
89U919J91 BP OWeUSOS a] suep ayefoud xney -.- 8] suep ajefoud xney oo. 
9] suep ajefoid xne] ===  ,280UdI9}9J BP BdIPU] —— jeqo|6 dd] — 
7LOZ LLO? OLOZ 6002 8002 2002 


IP 2 om om os oe 


=a 
Semen mom the men sees Cy 
's. 


"ecw end 


$9]|AlUJSeWL} S8auUOp ‘|anuue jUsWAss!|5 Us UOIPEUEA ap xneL 

uo!}Defoid ap asponied ej ap sinod ne xY% Z ep 

BIQIO BE] ADUISIOAR,P AONUIJUOD JUDIEAADP Epeuey ne soudJ9J0/ 
Op sdIpul,| ap 39 Jeqo|6 Od],| 2p UoNeyUsWHNe,p xne} soy 


epeuey np anbueg e| ap suondefoJd Ja epeuey anbnsiels : saounos 


90U919}91 8p OlLeUBOS 


S0U8J9J9J OP OLEUgOS 2] SUep sjJafold xNe] VX 8| Suep ajefoid xne| a= 
1291 Gild np januue juawassi|6 ua jaa 
9sljenuue alJjswid} UOeUeA ap xnel fi Ald np uonewea ap xney — 


cLOC LLO? OLOc 


Lg 


= 


VIAL LL ZL 


N 
NA 
NIN 
NR 
Sa 


= 


vy 
NIN 
NIN 
NaN 

se. 


o 


6002 8002 2002 


OLO? OP 94}SeWI} ABIWdId Ne ja 
6002 ®P a4}SeWI4} SwWaL}eNb ne sayoiyye apides aouaped 
e] e yoddes sed salusjes PIEAADP [994 gid Np sduessios9 e7F 


SINOO Ne SaqiiInbs JUSLUSAI}E}94 JUOS S}I,ND SIAe,p 
jSe onbueg P| ‘Sangja JUSINeWAP UO!eIJUI,P SuelyewW 
US SEAI}O9dSiad Se] JUBINOJUS SeNnbsi S98] aBNbIONH 


“UOI}E|JUI,| INS assieq eB] e SUOISSaid 
xne sajnofe ye nAsid anb sanbsew snjd uode} 38un,p 


QOURSSIOIO B] JOPUQ WeUNOd ‘SAI}eJO4 SYAIONpoOd e| 
ap auyideyo ne shed np uejiq ajeid ne senBn{uod ‘uaip 
-BUPD Je||OP NP ajUe}sSISU8d UNENBIA e| ‘WUsWIaWIXNEG 


"JUBLUOLW 89 UA 9jafO1d aNnb 9jUg| SNjd aye WeuNod ayeip 


-UOLWW SNDILWOUODS BSUdai Bb} ‘JUSLUBIBIWIIY “UOIJE|} 
-Ul,| JUBINOJUS Bssieq eB] e Senbsu xnediouud xneq 


OLOd TIHAV # SYHIVLANOW SNDILITOd V1 ENS LHOddVY = YVOVNVO Nd SNONVE 


SYIVWWOS q 


‘OLOZ |UAe 9} 9] auILWIa} SaureWas xnap ap apouiad e| JUepUAd atUJa} B s}e.UOD 
sap uaow xid 2] ins juapUOy as (|1Neq 9] “f}-"3 $ UA) aeIPaLWJAyU] Sexa} }S9M INI ajO,}9d NP sunod Ne sanqejas SasayjodAy sa] “9 
HAL BI 
AP 19}49,| JUaIB9ju! 19! Seajuasaid jeqo|6 Jd],| ap Saa}a{od sunayea say ‘ValAUe! ap LOddeY 9] Je1a esl} JUOP Salad e jUaWaLIeUOD “Gq 
‘AueJQUOW 
anbiyjod ej ins oddey np Jaiauel ap uosteJAl | SUeP B]UaSeid BoUAIaJ91 AP OLBUBIS NP Saul] JUOS SasayjUaed asjUa SadjJI4D SI] “e 


(neaalu) 
ol LM 


(januue juswassi|6 
Ua UONBURA ap xne}) 
HAL ®| 9p 

}94J9 Suoy jeqo/6 Od| 


(januue juswassi|6 
Ud UONBURA ap xne}) 
al2qo|6 ddI 


(januue juaswessi|6 
Ud UONBIIBA ap xne}) 
99U819J9J Bp adIpU| 


(januue juswassi|6 
Ud UOI}BILA ap XNe}) 
1994 ld 


vol sel 


“WILY ly “WH te 


(asijenuue Syren 
UOIJELA ap XN} 
1994 ald 


edOUdJIJa/ Bp 


OlLILUZDS 9] UOJAS BUUSIPeULD BIWIOUNDS,| e SBAI}E}A4 SUOI}Oefo1d Sep suuNsEeYy 


epeuey np anbueg : aounos 
auleJauow anbyyod 


B/ Ns poddey NP OLOZ Ja!Aue! ap UOSTeJAI| Be] SUBP S8ajUaSeid SUODE{OId xNe JUaPUOdSeI09 SasayjUded ayjUa SAdjJIYO S97 “q 


600Z 2190190 ‘a/e/PUOW aILUOUOII,| AP SAAIAASIAg ‘|\\N4 : 8INDS 
“800Z 4nod yeyoe,p ssloAnod 


Sap a}Ued Ua SauNsaW gid SAP ||4 NP SuONeWISa Saj saide.p aajnojed jsa sAed ap adnoi6 no shed anbeyd ap ed e7 -e 


(L'y) 0'v (2'6) ev 


(0'p) Vb 


(0p) Sv 


(G‘L-) LL eae apuow np ajquasuy 


(ana shed sauyny 


6) £6 


(6) 201 


(69) 1'8 aulyd 


(0%) Lik 


6')) V2 


(6G) 2'¢- uoder 


(LZ) 9'L 


CL) 2h 


(6'¢) Vy- 01na au0zZ 


cLOe 


68) G'e 
LLOZ 


Ga V's 
0102 


(G2) v'e- 


siun-s}e}3 


6002 (a6e}ua01n0d ua) 
ejadJ |eIPUOLW 
(e6ejuaoinod us) ,a9}afosd aouessiol9 


ld NP Wed 


QJEIPUOW BIWIOUNDI,| 9p BDUeSSIOIO e] e AAI}EI94 UOIDElO1g 


‘aHUeYDS,| BP SALI} SB] JBIOI}@LUe 19 

SO9UUSIDEUBD SUOI}EUOdX9,p SPUBWAP P| Ja/NWITS Wes 
-iNod ajdwoose,nb apides snjd esudas aun ‘ayelpuow 
9QUBDS PB] INS “saljenjoe s9ajua}je Sa] assedap jaljuep 
-ISOJ JUBLWBSSI}SSAUI,| Bp 19 SeHeUsLU SEP Sesusdep 
SEP UeI9,| END eNO as || ‘JUSW9}]9N1Oe }IOASI}U9 | 
98U UO,Nb ayo} snid auje yWeUNOd SUsIPDeUeD SBDIAIBS 
}@ SUSIG Bp spUBWAP zB] ‘xNeuOo!}eUI9}U! 8 XNeUO!}eU 
S1IN9BJOR} ap BOuSN|jul,| SNOS ‘anb pe} Ne ye} JUO UO} 
-B|JUI,| JUBUIBOUOD assney eR] e Senbsu xnediouud saq 


‘anbueg &] 8p SUOISIAaId Sa] INS JueSEed 
S9|Qe1spISUOD Senbsu sep ‘epeueD ne je aqo|6 np 
9]]24O9,| © BSUdei B] ap JUSWWSSSILUAJe1 8] suBjeyy 


“LLOS 

QP a1JSOWS PUODSS Ne a|qIO e| JaUBeHai ap jUeAe 
‘g9uUe SUIEYOOIC BR] Bp SINOD Ne % Zap SNnssap-ne 
JUSLUSIEH9] JENS 9S WeIASP Jeqo|H DdjJ,| ed saunsew 
uoljeyjul ‘uoloeloud ap apoued e| ap Ul} eB] e,Nbsn/ 
% Z AQUISIOAK & JBNUIJUOD Jd ‘B1BdISSIP 9S Soules 
-OdWd} SiN9}Oe} SEP jajJ9,; anb aunsow e ‘OL0Z 9p 
O4JSO8WUIJ} SaIXNep Ne ned enbyjanb sajnoas jesAap 
yalAuel 9p SUOISIAGId xNe aiNaUadns JUusWaIab9} 
1S9 INb ‘aouaJaJe1 BP BdIpUI,| ed saunsewW UO!TeJUIT 
‘SILIOUNDS,| BP UIBS NE JjIe]UBP9OXE J4JJO.| BP Jo 
soulejes Sap UOISSeiHoid eB] ap JUsWASSI}Ua]e1 Np 
‘aIsnqoi snid asineisjul spuUeWEPp e| 8p seenHnluoCo 
SOOUSNIJU! S98] ]US}9|JO1 UOIE|JUI,| 9D S@AOedsi9ed seq 


| 


OLOZ TIMAV = SYIVLANOW SNODILINOd V1YNS LYOddV¥ # VOVNVO NG ANONVE 


AYIVWWOS 


‘gjaloud UOZOU,| B Sauqlinbe JUSWAAI}e|a4 JUOS 
UOIJE|JUI,| BP UOINJOAY,P SBAOedsied saj uns 
juesed inb senbsu seaj anb euuljse snbueg e7 


‘[BUUOI}IPUOD JUeWUSaHebus UOS 
e Ull SIL 18 % p/| B JNO! uN e JUsLUBOUeUL ND 
g/QIO xne} 8] NUsjUIeELW e enbueg P| ‘Ae OZ 27 


‘uoljoaloid 

ap espoused e| ap ul e| e.Nbsnl % Z ap ajqIO 
B| SuISIOAe UOHeIJUI,| aNB 19 LOZ Bp aus} 
QWaIXxnaep Ne |a!jUs}Od Ulajd UOS eB suINO}aL 
QUUSIDEUBD SILUOUND,| aNb 9o e pus}je.s UO 


‘7LOc U8 % 6 Lt L318 LLOg ud % LE V iqeje,s 
ap je UIjUa|es Bp JuBAe OLQZ US % /‘E aupuls}ye 
JUBASP SILUOUODS,| 8p UOISSaiHoOud 8p elWUyAL 
9| ‘asellul aseud es Suep BsoUOUOdId snd 
UOISUBAX9 SUN SJJUOLWW SOUBSSIOIO ODP |IJOud 97] 


‘JalAuel 
Us WeAOASJ1U9,] 8U UO.Nb apides snjd ned un 


QJ@Ad1 8S BPeURD Ne snbiwWouods asiida eT e 


sjuel|es syey 


‘LLOG 8p 

SIJSOLU] SWIIXNEp Ne jaljU9}Od Ula|d UOS Be BUINO}AI 
9ILUOUNDS,| anb 98d e pusjje,s enbueg e7 “epeuen 

Ne SNbiIWOUOdS S}AIOe,| JUBLUS|QeJBpISUOD JBUISJ} 
9p JUOIJENUIJUOD ‘SsNjOosge saujJIUO Us ‘auUleoLaUe 
QpUBWESP Be] Bp NESAIU Seq JJ 18 SAI}EIO1 S}IAIONPoud 
e| ap sulideyo ne shed np snus} aujeld eB] ‘usipeued 
JE||OP Np sjueysisued snanBiA e| ‘jUusWE]a||e4eg “NABId 
anb sasuedap ep auunjoa pues snid un,p OLOZ ep 
iNngEep Ne 18 GOOT 9p Ul eB] Ee JUsLUSOUBASP UN e Neal 
QUUOP JUO BOURIaJ BP SAINSOWW Sa] a|janbe| uojes 
enbueg ke] 8p uoluido,| ja epeueD ne uoljelgeu,| ap 
ayouewW Np slusiwweuAp YO} 9] ‘ayelpuOW aIjayd9,| e 
QUW9}] UNOD & SLO} SN|d BOUeSSIOIO B] BJaIJOI []JOud aD 


‘SLO? UB % GL B39 LLO? US % LE & jqej9,s 

9p 19 JIJUS|e4 BP JUBAP OLOZ Ue ¥% J‘E Bupulaj}ye slwoU 
-099,| 8p UOISSsesBoud 9p sluUAU 8] aNnb JueUS}UIeWW 
slulIse enbueg e7 ‘ayeljiul aseyud es SueP BBdUOUOId 
snjd uoisuedx9 SUN S1]UOLU BOUBSSIOIO OP j!JOud 9] 19 
JalAauel ua yweAOAedUa,| BU enbueg P| anb apidei snjd 
ned un ajaAed 8s enbiwuoudda esudai e| ‘epeueg ny 


“QQUUe 91199 
pie} snd eiaynqep inb saureyeHpnq sjuejnuuiis sap jenp 

-€16 WWesJa1 NP J SUNOD UB SUR|IG Sep JUsWAsSsiUlesse | 

9p NUs} 8}dWIOD ‘sesoueAe S8ILUQUODS SepueIH Sep 
Ul9S Ne sJSO9POW JUSWAAI}e}91 OS BSiUdei e| enb 80 e 
sinof{no} pus}je,s UG ‘sAed 9p siquoU UOg sUep jue} 
-JOdU! UdIINOS UN JaINDOId Bp JUSNUI}UOD auleyeHpngq 


]8 auleJaUOW soUR]aJ Ap Sa||aUUON|deoxe sainsewW Seq 


"So]USHJELUS SYDIEW BP SBILUOUODS S98] SUBP 9/qGe}OU 
UOdej ap JUBI9I9NNB S S}IAIOB,| ‘NAgId aNb ayo} snjd 
ned un sje & ajelDUOLW aNbIWWOUONDS BsdUReSSIOIO EFT 


‘OLOE [14Ae Og Ne 


9NS5al UOICUUOJUI | INS BPUOJ ‘SENbDILUOUOIAS SaAI]OadSJad sa] NS enbueg e] ap ana ap julod 
9/ BULIAJUAI |] “ePeUeD Np anbueg ke] 8P UOIJIAIIP ap /IASUOD Np aUeWIS a1/eJUBWIWOD JUaSa/A 97 


OLOd IHAV 


OUIELULUOS 


e>"epeueonponbueq' MMM 


SIEJOUOLW SNbWYJOd e| INS WOddeY 


VGOVNVD JOXNVE FI 


SUVIA oy) ONILVYGIT99 | 
SNOUSI19D «=| VAOVNVDNG INONVE PIII 


SNV 


jovernmest 


— Publications 
HNN} BANK OF CANADA i! CELEBRATING YEARS 7 
Bat, BANQUE DUCANADA | = CELEBRONS ANS 

ae 

eM 73 
EM SL 


Monetary Policy Report 


July 2010 


ww.bankofcanada.ca 


CANADA'S INFLATION-CONTROL STRATEGY* 


Inflation control and the economy 


¢ Inflation control is not an end in itself; it is the means whereby monetary policy contributes to 


solid economic performance. 


e Low, stable, and predictable inflation allows the economy to function more effectively. This 
contributes to better economic growth over time and works to moderate cyclical fluctuations in 


output and employment. 


The monetary policy instrument 


e Announcements regarding the Bank’s policy instrument—the target overnight interest rate—take 
place, under normal circumstances, on eight pre-specified dates during the year. 


e In setting a target for the overnight rate, the Bank of Canada influences short-term interest rates 
to achieve a rate of monetary expansion consistent with the inflation-control target. The trans- 
mission mechanism is complex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The targets 


e In February 1991, the federal government and the Bank of Canada jointly agreed on a series of 
targets for reducing total CPI inflation to the midpoint of a range of 1 to 3 per cent by the end of 
1995. The inflation target has been extended a number of times. In November 2006, the agree- 
ment was renewed for a period of five years to the end of 2011. Under this agreement, the Bank 
will continue to conduct monetary policy aimed at keeping total CPI inflation at 2 per cent, with a 
control range of 1 to 3 per cent around the target. 


Monitoring inflation 


e In the short run, a good deal of movement in the CPI is caused by transitory fluctuations in the 
prices of such volatile components as fruit and gasoline, as well as by changes in indirect taxes. 
For this reason, the Bank uses a core measure of CPI inflation as an indicator of the underlying 
trend in inflation. This core measure excludes eight of the most volatile components of the CPI 
and adjusts the remaining components to remove the effect of changes in indirect taxes. 


* See “Uoint Statement of the Government of Canada and the Bank of Canada on the Renewal of the 
Inflation-Control Target” and background information. Reprinted in the Bank of Canada Review (Winter 
2006-2007): 45-59. 
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THIS IS A REPORT OF THE GOVERNING COUNCIL OF THE BANK OF CANADA: 
MARK CARNEY, TIFF MACKLEM, PIERRE DUGUAY, JOHN MURRAY, TIMOTHY LANE, AND JEAN BOIVIN. 


Now is not the time to rest on our laurels. Public and private boldness, 
both at home and abroad, will be required to secure the recovery. 
This means G-20 action to reform the global financial system and to 
secure a sustainable recovery. This means investments by our busi- 
nesses to improve productivity and to gain new markets. This means 
Canadians should fully engage the new multi-polar global economy. 


These are all big decisions. How quickly and how effectively they 
are taken will influence activity and inflation in Canada and, there- 
fore, the stance of monetary policy. The Bank will need to be agile. 


—Mark Carney 


Governor, Bank of Canada 
16 June 2010 
Charlottetown, Prince Edward Island 
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OVernview 


The global economic recovery is proceeding but is not yet self-sustaining. 
Greater emphasis on balance sheet repair by households, banks, and 
governments in a number of advanced economies is expected to temper 
the pace of global growth relative to the Bank’s outlook in April. While the 
policy response to the European sovereign debt crisis has reduced the risk 
of an adverse outcome and increased the prospect of sustainable long-term 
growth, it is expected to slow the global recovery over the projection horizon. 
In the United States, private demand is picking up but remains uneven. 


Economic activity in Canada is unfolding largely as expected, led by govern- 
ment and consumer spending. Housing activity is declining markedly from 
high levels, consistent with the Bank’s view that policy stimulus resulted in 
household expenditures being brought forward into late 2009 and early 2010. 
While employment growth has resumed, business investment appears to be 
held back by global uncertainties and has yet to recover from its sharp con- 
traction during the recession. 


The Bank expects the economic recovery in Canada to be more gradual than 
it had projected in April, with growth of 3.5 per cent in 2010, 2.9 per cent in 
2011, and 2.2 per cent in 2012. This revision reflects a slightly weaker profile 
for global economic growth and more modest consumption growth in 
Canada. The Bank anticipates that business investment and net exports will 
make a relatively larger contribution to growth. 


Inflation in Canada has been broadly in line with the Bank’s April projection. 
While the Bank now expects the economy to return to full capacity at the end 
of 2011, two quarters later than had been anticipated in April, the underlying 
dynamics for inflation are little changed. Both total CPI and core inflation are 
expected to remain near 2 per cent throughout the projection period. The Bank 
will look through the transitory effects on inflation of changes to provincial 
indirect taxes. 


The risks around this projection remain elevated and are judged to be roughly 
balanced over the projection horizon. Globally, on the upside, the boost in 
confidence as advanced countries restore fiscal sustainability could generate 
greater-than-expected offsets to the fiscal consolidation. On the downside, 
global private demand around the world, including in the United States, may 
be insufficient to sustain the recovery. 


In Canada, there are important two-sided risks to the outlook for private 
demand. On the upside, private demand might have greater momentum than 
expected, reflecting strong confidence and easy credit conditions. On the 
downside, it is possible that households reduce expenditures more than 


This report includes information received up to the fixed announcement date on 20 July 2010. 
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currently anticipated or that the recovery in business investment is further 
delayed. 


Since April 2010, with improvements in the economy, the Bank has ended 
its extraordinary conduct of monetary policy. On 20 April 2010, the Bank 
removed its conditional commitment, which had provided considerable 
additional stimulus during a period of very weak economic conditions and 
major downside risks to the global and Canadian economies. 


On 1 June 2010, the Bank raised its target for the overnight rate by one- 
quarter of one percentage point to 1/2 per cent. As part of that interest rate 
decision, the Bank re-established its normal operating framework for the 
implementation of monetary policy, resetting the target for the overnight 
rate at the midpoint of the operating band and the width of the operating 
band to 50 basis points. On 20 July 2010, the Bank raised its target for the 
overnight rate by a further one-quarter of one percentage point to 3/4 per 
cent. 


These decisions leave considerable monetary stimulus in place, consistent 
with achieving the 2 per cent inflation target in light of the significant excess 
supply in Canada, the strength of domestic spending, and the uneven global 

recovery. Given the considerable uncertainty surrounding the outlook, any 

further reduction of monetary stimulus would have to be weighed carefully 
against domestic and global economic developments. 
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The Global Economy 


The global economic recovery is proceeding (Chart 1) but is not yet self- 
sustaining. Greater emphasis on balance sheet repair by households, banks, 
and governments in a number of advanced economies is expected to temper 
the pace of global growth relative to the Bank’s outlook in April. The intensifi- 
cation of sovereign debt concerns in Europe has led to increased uncertainty, 
a tightening of global financial conditions, and a reduction in world com- 
modity prices. The hand-off from public stimulus to private demand in 
advanced economies is proceeding but has yet to be accomplished. 


In most advanced economies, monetary policy is likely to remain stimula- 
tive for some time, but fiscal stimulus is expected to be neutral to negative 
over the coming year. While the policy response to the European sovereign 
debt crisis has reduced the risk of an adverse outcome and increased the 
prospect of sustainable long-term growth, it is expected to slow the global 
recovery over the projection horizon (Technical Box 1).* Private demand is 
expected to become the main driver of global growth through 2011-12 as the 
recovery in employment and household income gradually builds. 


Chart 1: Major economies are recovering 
Real GDP, 2008Q1 = 100, quarterly data 


Index 


102 


90 
2008 2009 2010 


=— Canada == United States = Euroarea == Japan 


Sources: Statistics Canada, U.S. Bureau of Economic Analysis, 
Eurostat, and Japan Statistics Bureau Last observation: 2010Q1 


1 The measures include substantial fiscal consolidation in several countries, notably Greece, Germany, the United Kingdom, 
France, Italy, Spain, and Portugal; the creation by the European Union of the European Financial Stability Facility; the launch 
by the ECB of targeted purchases of sovereign bonds; and the performance by European authorities of stress tests on their 
banking systems. 


The global economic recovery is pro- 
ceeding but is not yet self-sustaining. 
Greater emphasis on balance sheet 
repair is expected to temper the pace 
of global growth relative to the April 
outlook. 


The policy response to the European 
debt crisis has reduced the risk of an 
adverse outcome. 
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A 


Technical Box 1 


The Sovereign Debt Crisis in Europe: Impact on the Global and 


Canadian Economies 


Given that the euro area represents more than 20 per 
cent of the global economy (at current prices), the 
sovereign debt crisis in Europe has global implica- 
tions. The debt crisis erupted at the beginning of 
May, amid heightened concerns in financial markets 
regarding the sustainability of fiscal positions in 
several vulnerable euro-area countries, most notably 
Greece. Since much of this debt was held by banks 
across the euro area, concerns were also expressed 
about the resilience of certain banks. These concerns 
and the resulting financial market tensions have 
increased uncertainty about the global economic 
recovery. Several measures have been taken by the 
European Union, the European Central Bank, and 
the International Monetary Fund to contain the crisis, 
and many European countries have accelerated their 
plans for fiscal consolidation. 


The sovereign debt crisis in Europe is expected to 
affect the global and Canadian economies through 
both trade and financial channels. Accelerated fiscal 
consolidation and tighter credit conditions in the 
euro area will reduce domestic demand in that 
region, thus decreasing European demand for 
imported goods and services. The recent deprecia- 
tion of the euro, if maintained, will further reduce 
European demand for imports. Since exports to the 
euro area account for only a small percentage of 
Canada’s total exports, this effect is expected to be 
relatively modest. However, developments in Europe 
are also transmitted to Canada indirectly, through a 
softening of U.S. demand for Canadian exports and 
reduced demand for commodities, putting down- 
ward pressure on Canada’s terms of trade and the 
Canadian dollar. 


The debt crisis has also led to increased stress in 
the interbank market, higher risk spreads, and 
declines in asset prices. While the effect on financial 
markets has been relatively contained thus far, 
financial conditions could tighten significantly, 
particularly in Europe, if concerns about counter- 
party risk were to persist, or even escalate. As well, 
uncertainty about the outlook could erode business 
and consumer confidence and dampen spending. 
To date, these effects have been modest, but they 
could intensify. “Safe haven” portfolio shifts could 
increase the demand for U.S.-dollar assets, which 
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would put downward pressure on the Canadian 
dollar. A lower value for the Canadian dollar would 
help to mitigate the adverse impact on aggregate 
demand in Canada from the European debt crisis. 


Table 1-A provides an assessment of the impact of 
Europe’s sovereign debt crisis on the base-case 
scenario for the Monetary Policy Report. 


Table 1-A: Impact of the European sovereign 
debt crisis 


Percentage change relative to the levels in the April Report 


Real GDP: Real GDP: 
Euro area | United States 
-0.2 -0.1 


Non-energy 
commodity prices/ 
oil prices 


Canada 
-0.3 


Source: Bank of Canada calculations 


It should be noted that the downside risk of a more 
pervasive crisis persists; if realized, the impact 
could be sizable. First, a severe disruption to bank 
funding markets could increase borrowing costs for 
firms and households. Second, the negative effects 
on Canadian exports could be substantial. 


Recent Developments 


Growth in many regions of the world was stronger than expected in the first 


quarter of 2010, supported in particular by temporary government incentives Growth in many regions of the world 
that led households to pull their expenditures forward. As a result, second- was stronger than expected in the first 
quarter growth in many countries is projected to have slowed as these quarter of 2010, supported in particular 
temporary effects dissipated. While there is strong momentum in many by temporary government incentives. 


emerging-market economies and some consolidation of the recoveries in 
the United States, Japan, and other advanced economies, growth remains 
weak in Europe. 


U.S. real GDP grew at an annual rate of 2.7 per cent in the first quarter and 
is estimated to have grown by 2.4 per cent in the second quarter—in both 
instances slightly weaker than expected at the time of the April Report. Growth 
over this period has been supported by fiscal and monetary stimulus, as 
well as by the post-recession turn in the inventory cycle. Recent data on 
consumption and residential investment indicate, however, that growth will 
likely be more subdued than previously expected, consistent with weak 
growth in employment recorded in the second quarter (excluding the tem- 
porary jobs related to the census). Consequently, the recovery in U.S. private 
domestic demand is likely to be more gradual than previously expected. 


Economic activity in the euro area recovered modestly in the first quarter, 


supported by sustained growth in government spending and exports, as well While there is strong momentum in 

as by a sizable contribution from inventories. Private final domestic demand many emerging-market economies and 
remains weak, however. More recently, incoming data related to industrial some consolidation of the recoveries 
production have generally been stronger than projected, suggesting that in the United States, Japan, and other 
growth in the second quarter has improved, reflecting in part the resumption advanced economies, growth remains 
of activity after weather-related disruptions in the first quarter and weak in Europe. 


increased export sales. The recovery is strongest in the core European 
countries, especially in Germany, with little evidence to this point of spillover 
effects from weakness in vulnerable economies. 


In Japan, real GDP growth in the first quarter, at 5.0 per cent, continued to 
rebound sharply, supported by substantial fiscal stimulus and a strong 
increase in exports. This momentum is expected to have slowed in the 
second quarter as government stimulus was scaled back. Although net 

exports continue to be an important contributor to growth, a number of 
indicators suggest that Japan’s economic recovery is slowly broadening. 


In the first quarter of 2010, China’s economy grew at a stronger-than- 
expected rate of 11.9 per cent (on a year-over-year basis), driven by robust 
internal and external demand. Growth eased to 10.3 per cent in the second 
quarter, however, as the effects of fiscal stimulus began to fade and the 
measures introduced by Chinese authorities to cool activity in the property 
market started to take hold. There is evidence that the economy may be in 
a State of excess demand, with wages rising and price pressures in some 
sectors mounting. The authorities have responded by tightening credit 
conditions through a variety of measures, and growth in credit and asset 
prices has started to decelerate. 


The Bank of Canada’s index of global commodity prices has declined by 

about 4 per cent since the release of the April Monetary Policy Report, The Bank’s commodity price index has 
driven by decreases in the prices of oil and non-energy commodities, which declined by about 4 per cent since April. 
were partially offset by an increase in natural gas prices (Chart 2 and 

Technical Box 2). Much of the decline in commodity prices can be attributed 

to a general shift away from riskier assets over this period and an expected 

slowing in the global economic recovery due to the sovereign debt crisis in 

Europe and the tightening of policy in China. 
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There have been renewed strains in 
financial markets arising from growing 
concerns about sovereign risks in some 
European countries. 


Elevated uncertainty has caused 

an increase in volatility, a decline in 
equity prices, and a widening of credit 
spreads. 
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Chart 2: Commodity prices have weakened recently 
Bank of Canada commodity price index (rebased to January 2008 = 100), monthly data 
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Note: Values in July 2010 are estimates based on the average daily spot prices up to 16 July 2010. 
Source: Bank of Canada Last observation: July 2010 


Developments in Global Financial Markets 


Despite evidence that the global economic recovery is progressing, there 
have been renewed strains in financial markets arising from growing concerns 
about sovereign risks in some European countries and related bank expos- 
ures. These financial tensions highlight the vulnerabilities that still exist in the 
global financial system. 


At the time of the April Report, the impact of concerns about sovereign risk 
had been largely confined to an increase in government bond yields for some 
highly indebted European countries, especially Greece. At the end of April, 
one of the major risks identified in the last Monetary Policy Report was mater- 
ializing. Concerns about contagion and spillover effects became more acute, 
leading to a broader deterioration in conditions across financial markets. The 
announcements of stabilization measures by European authorities and the 
International Monetary Fund have helped to improve market conditions 
since then, but spreads on sovereign debt for the most-affected countries 
in the euro area remain considerably wider than at the time of the April Report, 
and overall financial conditions are tighter and more volatile. 


The European debt crisis has increased uncertainty and led to concerns 
about possible spillover effects from the financial system to the real economy. 
Elevated uncertainty in global financial markets has caused an increase in 
volatility, a decline in equity prices, and a widening of credit spreads across a 
broad range of private sector assets, such as corporate bonds—albeit to 
levels well below those seen in the autumn of 2008 and the first half of 2009 
(Chart 3). The impact of the wider spreads on corporations’ borrowing costs 
has thus far been largely offset by lower yields on government bonds in the 
major economies (Chart 4), owing to a reassessment of growth prospects, 
expectations that policy rates are likely to remain extremely low (Chart 5), 
and portfolio shifts towards more-liquid and less-risky assets. While access 
to capital markets has improved following the disruption in early May, when 
concerns about sovereign risks peaked, corporate issuance in Europe and 
the United States remains below levels seen earlier this year. 
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Technical Box 2 


The Bank of Canada’s New Commodity Price Index: The Fisher BCPI 


Commodity prices have important implications for the 
performance of the Canadian economy and for the 
conduct of monetary policy. Accurately measuring 
price developments across a wide range of commod- 
ities is therefore important for the interpretation of the 
effects of price changes on the value of the Canadian 
dollar, the terms of trade, and the overall state of the 
Canadian economy. Since it was created in 1975, the 
Bank of Canada’s commodity price index has been a 
fixed-weight index that was updated roughly every 
10 years. There were updates in 1988, 1994, and 2003. 


In order to produce a more accurate, representative, 
and flexible index, the Bank of Canada recently intro- 
duced the Fisher BCPI as its new commodity price 
index.’ A key advantage of the new BCP is the ability 
to update the weights on an annual basis, so that 
biases from changes in production values due to 
price movements are minimized (Chart 2-A).* 


Chart 2-A: The Fisher BCPI weights are updated 
annually to reflect changes in Canadian commodity 
production 

Nominal commodity shares by major group, annual data 


1975 1980 1985 1990 1995 2000 2005 2010 
Wi Agriculture © Metals and minerals @ Fisheries 
Mi Energy W Forestry 


Sources: Statistics Canada and Bank of Canada 
calculations Last observation: 2006 


1. |. Kolet and R. Macdonald, “The Fisher BCPI: The Bank of Canada’s New Commodity 
Price Index,” Bank of Canada Discussion Paper No. 2010-6. 

2. The BCPI weights use input-output data, which are available only up to 2006. 
Therefore, the weights are kept constant from 2006 to 2010. 


Another advantage of using the Fisher methodology 
is that commodities can be added and removed from 
the index over time.* In addition, the Fisher BCPI is 
consistent with the Canadian system of national 
accounts, which makes the construction of a volume 
measure for Canadian commodity production rela- 
tively straightforward. 


The most important commodity group for Fisher 
BCPI movements over the 1973-2009 period is 
energy (Chart 2-B). Energy prices are subject to 
significant price fluctuations that dominate the overall 
dynamics of the index. This is especially true in the 
years after 2000, when changes in energy prices 
accounted for much of the growth in the overall price 
index. For example, about 85 per cent of the increase 
in the Fisher BCPI in 2008 was driven by the 20.8 per 
cent increase in the energy component. The next 
most important contributors to the growth in the 
Fisher BCPI are metals and minerals, and forestry. 


(continued on next page) 


Chart 2-B: Since 2000, energy prices have been the 
main driver of the BCPI 
Contribution to growth, annual data 


1973 1976 1979 1982 1985 1988 1991 1994 1997 2000 2003 2006 2009 
WB Agriculture © Metals andminerals  [§ Fisheries 
MM) Energy Ml Forestry — Fisher BCPI 


Source: Bank of Canada Last observation: 2009 


3. Lead, iron, potatoes, ocean fish, and shellfish have been added to the Fisher BCPI. 
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Technical Box 2 (continued) 


The Bank of Canada’s New Commodity Price Index: The Fisher BCPI 


Although the composition of the index has changed Chart 2-C: The two indexes are similar because the im- 
over time, the new Fisher BCPI follows the old index ap hele pc Hs hata ORAS en 
relatively closely (Chart 2-C). There are three prin- 2009Q4 = 100, monthly data 

cipal reasons for this result. First, the effect of volatile 

commodity price movements on the index dominates 

that of compositional changes over history, since the 

latter tend to be very gradual. Second, price move- 150 
ments are highly correlated across commodities 

because demand cycles tend to be synchronized. 130 
Indeed, the higher the correlation between com- 

modity prices, the more similar indexes with different 110 
weights will be. Finally, by coincidence, there are 

offsetting movements in commodity-production 90 
weights and energy prices over the sample such that 

the average of the Fisher weights is almost identical 70 
to the old fixed weights. Over time, the difference 

between the two indexes could increase. Also, it 50 
should be noted that, although the differences 

between the overall index levels are small, there are 30 
significant differences for most subindexes, such as 2000 2002 2004 2006 2008 2010 


Source: Bank of Canada Last observation: 201002 


Chart 3: Yield spreads for corporate issuers have increased 
modestly in recent weeks 

Options-adjusted spreads between investment-grade corporate bonds and 
government bonds 


Basis points 
800 


700 
600 
500 
400 
300 
200 


100 


0 


2008 2009 2010 
—— Canada =~ United States = United Kingdom => Euro area 
Sources: Bank of America Merrill Lynch and Bloomberg Last observation: 16 July 2010 


8 THE GLOBAL ECONOMY 
BANK OF CANADA ® MONETARY POLICY REPORT ® JULY 2010 


Chart 4: Yields on government bonds in major economies 
have declined, owing to portfolio shifts and a reassessment 
of growth prospects 

Yields on 10-year government bonds 
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Source: Bloomberg Last observation: 16 July 2010 


Chart 5: Policy rates have remained at historic lows in 
most countries 
Daily data 


2008 2009 2010 
=— Canada == United States =" Euroarea == Japan 


Sources: Bank of Canada, U.S. Federal Reserve, 


European Central Bank, and Bank of Japan Last observation: 16 July 2010 


Bank lending conditions have remained roughly unchanged in most advanced 


economies. The latest senior loan officer surveys for the United States and Bank lending conditions have remained 
Europe indicate that, for the most part, commercial banks have not tightened roughly unchanged in most advanced 
their lending standards further. U.S. regional banks are not as strong finan- economies. 


cially as the large money-centre banks, and are therefore more constrained in 
supplying credit to businesses and households.” In Europe, planned fiscal 
consolidation may result in slower short-term growth, which could make debt 
servicing more difficult for households and firms, and result in further losses 
and a weakening of bank balance sheets. In addition, many European banks 


2 The latest survey by the National Federation of Independent Business showed that small businesses continue to report difficul- 


ties in obtaining loans. 
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The global economic recovery is 
expected to remain on track, but is 
likely to be more gradual. 


U.S. GDP growth is projected to be 
slightly weaker than in April, averaging 
3 1/4 per cent through 2011-12. 
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hold large amounts of sovereign debt from vulnerable euro-area countries on 
their balance sheets. European authorities recently announced that they are 
performing stress tests to assess the vulnerability of their banks and will 
publish the results on 23 July 2010. 


Outlook for the Global Economy 


The Bank’s base-case projection assumes that the policy actions taken to 
date in Europe will be effective in preventing further deterioration in financial 
conditions and the spread of contagion to other euro-area countries and 
beyond. Overall, the global economic recovery is expected to remain on 
track, but is likely to be more gradual than had been expected in the April 
Report, with growth projected to average slightly less than 4 per cent 
through 2012 (Table 1). Downward revisions to the outlook through 2011-12 
reflect a more gradual recovery in private domestic demand, as well as the 
adverse effects of the sovereign debt crisis, including accelerated fiscal 
consolidation (Technical Box 1). 


Table 1: Projection for global economic growth 


Share of real Projected growth (per cent)? 
global GDP? 


(per cent) 


United States 21 2.9 (3.1) 3.0 (3.5) 3 (Go) 
Euro area 1.0 (1.2) 1.2 (1.6) ASUZO) 
Japan 3.8 (2.1) ROL) 2.5 (2.6) 
China 10.3 (10.2) 9.2 (9.3) 8.7 (8.7) 
Rest of the world 5.1 (4.5) 3.8 (4.1) 3.6 (3.9) 


ena [ena a8 


a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) valuation of country GDPs for 2009. 
Source: IMF, WEO, April 2010 

b. Numbers in parentheses are projections used for the April 2010 Monetary Policy Report. 

Source: Bank of Canada 


Owing to the slow pace of the recovery and the existence of sizable output 
gaps, underlying inflation pressures in the major advanced economies 
continue to be limited (Chart 6). However, inflation pressures are rising in 
many emerging-market countries and are expected to pick up further over 
the projection horizon, in response to their strong economic performance 
and, in some cases, easy monetary conditions. 


The U.S. economic recovery is projected to proceed more slowly than in 
previous cycles, reflecting somewhat weaker growth in the rest of the world, 
the unwinding of fiscal stimulus measures, and ongoing deleveraging by 
households and financial institutions. With growth averaging 3 1/4 per cent 
through 2011-12, some excess capacity is expected to persist at the end of 
the projection horizon, given the depth of the recession and the pace of 
potential growth. U.S. GDP growth is projected to be slightly weaker than 
anticipated in the April Report, owing to the fallout from the sovereign debt 
Crisis in Europe and a more protracted recovery in private domestic demand. 
Although fiscal stimulus remains an important driver of growth in 2010, its 
withdrawal will have a dampening effect on U.S. economic growth over 
the rest of the projection period (Chart 7). The growth of consumption 

is projected to be modest as households strive to rebuild their savings 
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Chart 6: Inflation pressures remain subdued in the major advanced 
economies, but are increasing in emerging-market countries 
Year-over-year percentage change in total CPI, monthly data 
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Sources: Statistics Canada, U.S. Bureau of Labor Statistics, 
Eurostat, Japan Statistics Bureau, and IMF Last observations: May and June 2010 


Chart 7: Fiscal stimulus is currently supporting U.S. growth, but 
private demand is expected to become more durable in later years 
Annual data 


% 


2009 2010 2011 2012 
-® GDP  [@ Estimated contribution of stimulus _ J GDP excluding stimulus 


Note: The contribution of the stimulus to growth reflects the effects on GDP of stimulus enacted in response 
to the crisis and includes both direct government expenditures and indirect effects of the stimulus on other 
components of aggregate demand. 

Sources: Bank of Canada and U.S. Bureau of Economic Analysis 


(Technical Box 3),° while the recovery in residential investment is expected 
to be restrained by foreclosure sales, limited access to credit for builders, and 
the payback from temporary tax incentives for homebuyers (which pulled 
housing demand forward). Growth in business investment is anticipated to 
pick up gradually, but is likely to remain sluggish relative to previous recov- 
eries (particularly investment in structures), owing to high levels of unused 
industrial capacity and tight credit conditions (especially for small businesses) 


3 U.S. household wealth is still well below its level prior to the recession and has likely fallen further since the April Report, 
reflecting recent financial shocks and the effects of lower equity prices. 
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Technical Box 3 


Consumption and Savings in the United States and Canada 


The Bank expects the recovery in U.S. consumer demand 
to be protracted compared with past cycles, largely 
reflecting the need for households to repair their balance 
sheets. The U.S. personal savings rate has recently 
increased from an average of 1.8 per cent over the 2005-07 
period to about 3.5 per cent. It is expected to reach about 
5 per cent in 2011 as labour income increases, outpacing 
the projected rise in consumer spending (Chart 3-A). This 
deleveraging process should gradually bring the share of 
consumer spending in GDP closer to its long-run average 
over the projection horizon (Chart 3-B). 


Chart 3-B: The ratio of consumer spending to GDP 
is required to adjust more sharply in the United 
States than in Canada 

Quarterly data 


The share of consumer spending in Canada’s GDP has 
recently risen above its long-term average, supported by 

a sharp improvement in the terms of trade and stimulative 
monetary and fiscal policies. However, the deviation from 
the long-run average is less pronounced and is expected to 
last longer in Canada, reflecting a more favourable situation 
for Canadian households (Chart 3-C). The net worth of 
Canadians in 2009 remained about 6 times their average 
disposable income, while in the United States, it has fallen 


to slightly below 5. 50 
1980 1984 1988 1992 1996 2000 2004 2008 2012 


=—— Nominal consumption-to- == Nominal consumption-to-GDP 
GDP ratio in Canada ratio in the United States 
=-=- Base-case projection === Base-case projection 


— Historical average —— Historical average 
from 1980 to present from 1980 to present 


There is a downside risk to the projection that households 
will reduce their consumption relative to income faster than 
expected (see Risks to the Outlook, p. 27). 


Sources: U.S. Bureau of Economic Analysis, Statistics Canada, 


and Bank of Canada calculations and projections Last observation: 2010Q1 


Chart 3-A: Reflecting greater deleveraging needs, 
the U.S. personal savings rate is expected to remain 
higher than in Canada 

Quarterly data 
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=— Personal savings rate 
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Sources: U.S. Bureau of Economic Analysis, 


Statistics Canada, and Bank of Canada projections Last observation: 2010Q1 
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Chart 3-C: Ratios of household net worth to dispos- 
able income suggest a more favourable situation for 
Canadian households 

Quarterly data 
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Sources: U.S. Federal Reserve, Statistics Canada, 


and Bank of Canada calculations Last observation: 201001 


Chart 8: U.S. business investment is expected to remain sluggish 
relative to previous recoveries 

Comparison of U.S. real business investment across economic cycles; 

start of the recession = 100, quarterly data 
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Sources: U.S. Bureau of Economic Analysis and Bank of Canada projections 


(Chart 8). Although exports are projected to grow strongly over the pro- 
jection horizon, their profile is lower than in the April Report because of 
weaker foreign demand and a stronger U.S. dollar. 


The outlook for the euro area is clouded by recent developments in vul- 
nerable European economies. Economic growth is expected to be more 
subdued than projected in the April Report, owing to increased uncertainty, 
more aggressive fiscal consolidation, a deterioration in credit conditions 
reflecting stress in bank funding markets, and reduced confidence. A slug- 
gish recovery is projected over 2010-12, supported by exports, which should 
benefit from a weaker euro. Domestic demand is expected to remain muted, 
owing to modest growth in employment and wages, and higher taxes. 


In Japan, the recovery is projected to proceed largely as expected in the April 
Report, with net exports remaining the main driver of growth. The withdrawal 
of government subsidies should slow the growth of consumption, while the 
appreciation of the yen since the outbreak of the sovereign debt crisis will 
dampen export growth. Japanese monetary and financial conditions are 
expected to remain very supportive. 


Rapid growth in China is projected to converge gradually towards trend 


growth of approximately 8 to 9 per cent through 2011-12, in line with the Rapid growth in China is projected 
gradual removal of fiscal stimulus, the implementation of credit-tightening to converge gradually towards trend 
measures (targeted at the property market and local government borrowing), growth of about 8 to 9 per cent through 
and an assumed appreciation of the Chinese currency. Domestic demand is 2011-12. 


expected to remain the primary source of growth, since exports are likely to 
be adversely affected by the sovereign debt crisis in Europe, which is China’s 
largest export market.* Other emerging-market economies are projected to 
experience robust growth over the next three years, supported in many cases 
by both strong domestic demand and technology-related exports. 


The expected path for commodity prices over the projection horizon has 
been revised downwards since the April Report, reflecting the softer outlook The expected path for commodity 
for global economic growth. This is evidenced by a lower but rising track for prices has been revised downwards. 


4 The European market accounts for about 20 per cent of China’s exports. 
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oil futures prices, which increase from about US$75 per barrel to around 
US$82 by the end of 2012 (Chart 9). As the global economy recovers, the 
Bank’s non-energy commodity price index is also projected to rise steadily to 
a level slightly below that expected in the April Report. 


Chart 9: Futures curves for oil prices are weaker than in April, 
while natural gas prices are broadly unchanged 
Monthly data 
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* Spot price for crude oil (16 July 2010) 
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Note: Values for crude oil and natural gas prices in July 2010 are estimates based on the average daily spot 
prices up to 16 July 2010. 

Source: NYMEX 
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|The Canadian Economy 


The economic recovery in Canada is proceeding largely as expected, 
supported by fiscal and monetary stimulus, higher terms of trade, improved 
labour markets and household confidence, and the recovery in the global 
economy. As in the April Report, the Bank expects the pace of growth in 
economic activity to slow, owing to the pulling forward of consumer 
expenditures and residential investment induced by the policy stimulus, 
and the gradual removal of the fiscal stimulus. 


This deceleration is now expected to be slightly more pronounced in 2010 
and 2011, largely reflecting the weaker and more uncertain outlook for the 
global economy relative to the April Report. Consumption growth is pro- 
jected to be more modest, in line with lower income growth. Uncertainty is 
also expected to dampen the rebound in business investment over the short 
term. However, the lower assumed value for the Canadian dollar should 
help to boost net exports. Overall, the level of economic activity in Canada 
is projected to return to full capacity slightly later than previously expected. 


The projection for Canadian inflation is largely unchanged relative to the April 
Report, reflecting small and offsetting revisions to the outlook. Both total CPI 
and core inflation are projected to remain near 2 per cent throughout the 
projection period. The Bank will look through the transitory effects on inflation 
of changes to provincial indirect taxes. 


Recent Developments 
Economic Activity 


As expected in the April Report, Canadian real GDP rose sharply in the first 
quarter, by 6.1 per cent (at annual rates), reflecting further solid growth in 
domestic demand, along with a continued recovery in exports. Further 
improvement in Canada’s terms of trade led to an even sharper rise in real 
gross domestic income (Chart 10). 


In the first quarter of 2010, the level of real GDP moved back up, close to its 
pre-recession peak, owing to ongoing fiscal stimulus, the strength in con- 
sumer spending, and robust residential investment (Chart 11). Household 
spending was somewhat stronger than anticipated in the quarter, supported 
by solid gains in labour income, improved confidence, and favourable credit 
conditions. Growth in residential investment also exceeded expectations, 
as households rushed to take advantage of the home renovation tax credit 
before it expired at the end of January. A faster-than-expected turnaround in 
the inventory cycle also provided a considerable boost to overall GDP 
growth. However, with firms remaining uncertain about the sustainability of 


The economic recovery in Canada is 
proceeding largely as anticipated. 


The Bank expects the pace of growth to 
moderate to a slightly greater degree in 
2010 and 2011 than projected in April. 


The projection for Canadian inflation is 
largely unchanged from April. 


In the first quarter of 2010, the level 
of real GDP moved back up, close to 
its pre-recession peak, owing to 
ongoing fiscal stimulus, the strength 
in consumer spending, and robust 
residential investment. 
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Chart 10: Following a sharp acceleration in 2009, growth in real 
gross domestic income is expected to slow 
Quarterly growth at annual rates 
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Sources: Statistics Canada and Bank of Canada projections 


Chart 11: Real GDP is close to its pre-recession level, supported 
by household and government expenditures 
Index: 2008Q3 = 100, chained 2002 dollars, quarterly data 
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the recovery in global demand, the rebound in business fixed investment was 
more subdued than expected. Indeed, the level of business fixed investment 
is still depressed, following a faster and deeper decline than experienced in 
previous recessions. 


Recent indicators point to a slowing in real GDP growth to about 3.0 per cent 


Recent indicators point to a slowing in in the second quarter. Consumer spending has moderated, while residential 
real GDP growth to about 3.0 per cent investment has contracted markedly, as expected, following the expiry of the 
in the second quarter. renovation tax credit, the tightening of mortgage criteria, and the rise in 
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mortgage rates. In contrast, the recovery in business investment is expected 
to have started, aided by increased purchases of machinery and equipment 
associated in part with a rebound in the oil sector. As well, government 
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expenditures have been boosted temporarily by spending associated with the 
G-8 and G-20 summits hosted by Canada in June. 


Estimated Pressures on Capacity 


Excess Capacity in the Canadian economy continued to diminish in the 
second quarter. The various indicators that the Bank considers provide 
somewhat diverging results with regard to the magnitude of the decrease. 
The Bank’s summer Business Outlook Survey (http://www.bankofcanada.ca/ 
en/bos/2010/summer/bos0710e.pdf) suggests that the amount of excess 
Capacity has diminished noticeably since its peak in the third quarter of 2009, 
with the percentage of firms reporting that they would have difficulty meeting 
an unexpected increase in demand rising to its highest level since the third 
quarter of 2008 (Chart 12). In contrast, the Bank’s conventional measure 
indicates that the output gap was still significant. 


Labour market conditions have continued to improve. In particular, employ- 
ment has increased very rapidly in recent months and is now essentially 
back to its pre-recession level (Chart 13). Nevertheless, the unemployment 
rate is still relatively high, and average weekly hours worked remain lower 
than they were before the recession. In addition, results from the summer 
Business Outlook Survey indicate that the percentage of firms facing labour 
shortages has risen only modestly from the trough reached in the fourth 
quarter of 2009. 


On balance, the various indicators of capacity pressures are consistent with 
the Bank’s view that potential output grew at about 1.2 per cent in 2009 and 
1.5 per cent more recently.® In this regard, the Bank judges that the economy 
was operating at about 1 1/2 per cent below its production capacity in the 
second quarter of 2010. 


Chart 12: Excess supply in the Canadian economy has narrowed 
significantly since 2009Q3 
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a. Response to Business Outlook Survey question on capacity pressures. Percentage of firms indicating that 
they would have either some or significant difficulty meeting an unanticipated increase in demand/sales. 

b. Response to Business Outlook Survey question on labour shortages. Percentage of firms reporting labour 
shortages that restrict their ability to meet demand. 

c. Difference between actual output and estimated potential output. The estimate for the second quarter 
of 2010 (indicated by *) is based on a projected increase in output of 3.0 per cent (at annual rates) for 
the quarter. 

Source: Bank of Canada Last observation: 201002 


5 Asin previous years, the Bank’s annual comprehensive reassessment of potential output will be published in the October Report. 


The Bank judges that the economy was 
operating at about 1 1/2 per cent below 
its production capacity in the second 


quarter of 2010. 
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Core inflation has evolved as expected, 
while total CPI inflation has been 
somewhat lower than projected, 
owing to lower prices for gasoline. 
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Chart 13: The labour market is gradually improving 
Monthly data 
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Source: Statistics Canada Last observation: June 2010 


Inflation and the 2 Per Cent Target 


Core inflation has evolved as expected in the April Report, while total CPI 
inflation has been somewhat lower than projected, owing mainly to lower- 
than-anticipated prices for gasoline. 


Core inflation has edged down to slightly below 2 per cent in recent months, 
with the partial unwinding of transitory factors that boosted inflation early in 
the year (particularly the surge in the price of travel accommodations 
associated with the 2010 Winter Olympics in Vancouver) (Chart 14). More 
fundamentally, the easing of downward pressure on inflation stemming from 
the reduction of excess supply in the economy has been largely offset by the 
easing of upward pressure coming from the growth in labour compensation 
(Chart 15), which has helped to keep core inflation close to 2 per cent. 


Chart 14: Canadian inflation has evolved broadly as expected 
Year-over-year percentage Change, monthly data 
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a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on the 
remaining components 


Source: Statistics Canada Last observation: May 2010 
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Chart 15: The growth of unit labour costs has slowed sharply 
since the end of 2008 


Year-over-year percentage change, quarterly data 


2007 2008 2009 2010 
—— Unit labour costs =—— Compensation per hour 
—— Productivity 
Source: Statistics Canada Last observation: 201001 


Recent survey measures indicate that inflation expectations remain well 

anchored at the 2 per cent target. The July Consensus Economics forecast Inflation expectations remain well 
for total CPI inflation in 2010 was 1.9 per cent. The Bank’s summer Business anchored at the 2 per cent target. 
Outlook Survey reports that 95 per cent of firms are expecting average infla- 

tion over the next two years to be within the Bank’s 1 to 3 per cent control 

range. The survey also shows that expectations are evenly spread between 

firms expecting inflation to be in the bottom half of the range and those 

expecting inflation to be in the upper half. Market-based measures of longer- 

term inflation expectations continue to lie within their historical range. 


Canadian Financial Conditions 


Canadian financial markets have been relatively resilient in the face of stressful 


conditions in international markets. In particular, bank funding markets in Overall, financial conditions in Canada 
Canada have been largely unaffected by pressures in global short-term have remained favourable, providing 
funding markets. However, global stresses have led to a decrease in the ongoing support to the economic 
prices of risky assets and some widening of risk premiums. Overall, financial recovery. 


conditions in Canada have remained favourable, providing ongoing support 
to the economic recovery. 


Funding costs for Canadian banks have risen slightly since the April Report, 
owing io expectations of rising policy rates and somewhat larger risk pre- 
miums. Effective borrowing costs for Canadian households have also edged 
up, but are still at exceptionally low levels (Chart 16). In that context, the 
expansion of total household credit has remained robust (Chart 17). 


Effective borrowing costs for Canadian businesses have also risen slightly 


since April, although they too remain exceptionally low. At the same time, The Bank’s latest surveys indicate that 
the Bank’s latest surveys, the Senior Loan Officer Survey (http://www. credit conditions for firms have eased 
bankofcanada.ca/en/slos/pdf/slos2010Q2.pdf) and the Business Outlook in recent months. 


Survey, indicate that credit conditions for firms have eased in recent 
months (Chart 18). In particular, the Senior Loan Officer Survey reported a 
modest net easing for small business and commercial borrowers for the first 
time since the onset of credit tightening in the third quarter of 2007. Despite 
favourable borrowing costs, growth in total business credit continues to be 
sluggish, partly reflecting the relatively high level of liquidity held by the non- 
financial corporate sector and weak investment. 
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Growth in the narrow monetary aggregates remains well above historical 
experience, reflecting both the desire of households and firms to maintain 
liquid assets in a period of heightened uncertainty, and the limited incentive 
that low interest rates provide for investment in longer-term deposits. Growth 
in the broader aggregate M2++, in contrast, has slowed markedly since the 
end of 2009 and is now somewhat below its previous trend, consistent with 
subdued inflation pressures ahead. 


Chart 16: Borrowing costs for households and businesses remain 
at exceptionally low levels 
Weekly data 
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Note: For more information on these series, see <http://credit.bankofcanada.ca/financialconditions>. 
Source: Bank of Canada calculations Last observation: 16 July 2010 


Chart 17: The growth of business credit remains sluggish, 
while household credit continues to grow rapidly 
3-month percentage change (at annual rates) 
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Source: Bank of Canada Last observation: May 2010 
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Chart 18: Survey results suggest that credit conditions for 
Canadian non-financial firms eased in 2010Q2 
Balance of opinion 


Tightening 
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=—— Overall business-lending conditions § Overall credit conditions from 
from the Senior Loan Officer Survey# the Business Outlook Survey? 


a. Weighted percentage of surveyed financial institutions reporting tightened credit conditions minus the 
weighted percentage reporting eased credit conditions. 

b. Percentage of firms reporting tightened credit conditions minus percentage reporting eased credit 
conditions. 

Source: Bank of Canada Last observation: 201002 


Exchange Rate 


The Canadian dollar has depreciated since the April Report, averaging 
96.4 cents U.S. over the period, compared with the 99 cents U.S. value 
assumed in the April Report (Chart 19). The lower value for the Canadian 
dollar reflects in part the general appreciation of the U.S. currency in 
response to the European sovereign debt crisis and the recent declines in 
commodity prices. 


Chart 19: The Canadian dollar has depreciated since the 
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Daily data 
US$ 
130 April Report 1.05 
1.00 
120 Ms Mm f 
Ne as 
pon 
110 fl ey 0.90 
Ms 0.85 
100 
0.80 
90 0.75 
2008 2009 2010 
—— CERI: Canadian-dollar trade-weighted —— Closing spot exchange rate 
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Chinese renminbi) (left scale, 1992 = 100) 
Note: A rise in the index indicates an appreciation of the Canadian dollar. 
Source: Bank of Canada Last observation: 16 July 2010 
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The economy Is projected to grow by 
3.5 per cent in 2010, 2.9 per cent in 
2011, and 2.2 per cent in 20172. 


Consumption growth is expected to be 
more modest than in April, reflecting 
slower growth in income. 
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Outlook for the Canadian Economy 


The Bank’s base-case projection incorporates the following key assumptions: 
a Canada/U.S. exchange rate averaging 96 cents U.S.; energy prices in line 
with recent futures prices; and prices for non-energy commodities increasing 
progressively as the global economy recovers. Global credit conditions are 
expected to gradually improve over the projection horizon, although from a 
somewhat less favourable position than was expected in the April Report, 
reflecting the heightened concerns about sovereign debt in some European 
countries. 


Aggregate Demand and Supply 


The pace of real GDP growth is expected to moderate through the remainder 
of this year and into 2011 (Chart 20). As in the April Report, this moderation 
mainly reflects the pulling forward of consumer spending and residential 
investment in response to accommodative monetary policy and temporary 
fiscal measures, and the gradual removal of the fiscal stimulus. However, the 
accelerated global fiscal consolidation and the weaker and more uncertain 
global outlook imply a slightly more pronounced deceleration in economic 
growth in Canada than previously expected. There is also a slight shift in the 
composition of demand, away from domestic demand and towards net 
exports, reflecting mainly weaker consumption and import growth (Table 2). 
On an average annual basis, real GDP is projected to grow by 3.5 per cent in 
2010, before slowing to 2.9 per cent in 2011 and 2.2 per cent in 2012. The 
economy is now expected to return to full capacity at the end of 2011. 


Chart 20: Real GDP growth is expected to moderate 
to the rate of potential output growth 
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—— Year-over-year percentage {J Quarter-over-quarter percentage 
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Sources: Statistics Canada and Bank of Canada projections 


The Bank continues to expect consumer spending to slow to a pace more 
consistent with income growth. With the growth of income now expected 
to be slightly softer than was expected at the time of the April Report, 
primarily because of the weaker global outlook and a lower assumed profile 
for commodity prices, consumption is correspondingly expected to be lower. 
Over the projection horizon, household spending should continue to be sup- 
ported by a strengthening labour market. 
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Table 2: Contributions to average annual real GDP growth 
Percentage points? 


Consumption 0.2 (0.1) 
-0.6 (-0.5) 
1 O04) 
-2.6 (-2.2) 
1.8 (-1.5) 
-4.7 (-4.5) 
4.9 (4.3) 
Subtotal: Net exports 0.2 (-0.2) 
Inventories -0.9 (-0.9) 
GDP -2.5 (-2.6) 


Memo items: 


1.9 (1.9) 
0.6 (0.6) 
1.4 (1.3) 
01 0.2) 
4.0 (4.0) 
2.5 (21) 
-44 (-2.9) 
1.6 (-0.8) 
11 (0.5) 
3.5 (3.7) 


1.4 (1.7) 
-0.1 -0.1) 
-0.2 (-0.2) 
0.7 (0.8) 
1.8 (22) 
1.9 (1.8) 
11 (-1.6) 
0.8 (0.2) 
0.3 (0.7) 
2.9 (3.1) 


1.4 (1.5) 
0.1 (0.1) 
-0.5 (-0.5) 
0.9 (0.8) 
1.9 (1.9) 
1.4 (1.4) 
4.2 (-1.5) 
0.2 (-0.1) 
0.1 (0.1) 
2.2 (1.9) 


Housing 


Government 


Business fixed investment 
Subtotal: Final domestic demand 


1) 
-5.8 (-5.8) 


1.5 (1.5) 
57 (5.6) 


1.9 (1.9) 
27 (3.7) 


1.9 (1.9) 
2.4 (2.4) 


Potential output 


Real gross domestic income (GDI) 


a. Figures in parentheses are from the base-case projection in the April Monetary Policy Report. Those for potential 
output are from Technical Box 3 in the October 2009 Monetary Policy Report. 


As in the April Report, investment in housing is projected to weaken further 
through the remainder of 2010 and well into 2011. This reflects the significant 
amount of activity that was moved forward in late 2009 and early 2010 by 
exceptionally low mortgage rates and the recently expired home renovation tax 
credit, together with tighter mortgage affordability and higher house prices. 


The heightened level of uncertainty over the pace and composition of the 
global recovery is expected to continue to hamper business investment. 
This is consistent with the easing in the balance of opinion reported in 
the latest Business Outlook Survey with respect to intentions regarding 
investment in machinery and equipment over the next 12 months. Nevertheless, 
business investment is expected to increase to levels consistent with pre- 
vious recoveries (Chart 21), driven by the need to expand capacity and to 
increase productivity in a more competitive international environment. The 
strong financial position of the Canadian non-financial corporate sector and 
easy credit conditions are expected to underpin these investments. 


At the same time, with the adjustment in the stock-to-sales ratio largely com- 
pleted, business inventories are expected to provide only modest support to 
overall real GDP growth over the projection horizon. 


As in the April Report, the Bank estimates that the contribution of government 


spending to real GDP growth will gradually decline and turn negative in 2011. 


Aided by the lower value assumed for the Canadian dollar, exports are pro- 
jected to increase slightly more over the 2010-11 period than projected in the 
April Report, despite somewhat weaker growth in external demand. Imports 
are expected to increase less rapidly than in the April scenario, owing to 
softer final domestic demand, reduced inventory accumulation, and the lower 
exchange rate. 


As in April, investment in housing is 
projected to weaken further through the 
remainder of 2010 and well into 2071. 


Business investment is expected to 
increase to levels consistent with 
previous recoveries. 


Imports are expected to increase less 
rapidly than projected in April, owing to 
softer final domestic demand, reduced 
inventory accumulation, and the 

lower exchange rate. 
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Chart 21: Canadian business fixed investment is expected to 
increase to levels consistent with previous recoveries 
Comparison of Canadian real business investment across economic cycles; 

peak of cycle = 100, quarterly data 


Index 
105 
—#——-_ Peak in the level of 
real GDP 
= 100 
C/ 
95 
Quarters after 
the peak 
e 90 
yy 
Ay 
we 85 
Quarters 5 CY 
before the Sy 
peak 80 
75 


“| 3 2a) 0 J AS 4 6 GO 7 & © 10 Wk 2 1G 
== 1981-82 cycle = 1990-92 cycle == Current cycle 
Sources: Statistics Canada and Bank of Canada calculations and projections 


The Projection for Inflation 


The projection for Canadian inflation is largely unchanged relative to the April 
Report, reflecting small and offsetting revisions to the outlook (Table 3 and 
Chart 22). Although excess supply was somewhat smaller in early 2010 than 
previously assumed, slower growth in subsequent quarters results in a mod- 
estly more persistent output gap than in the previous profile. In addition, the 
impact of lower energy prices on total CPI inflation is partially offset by the 
lower value assumed for the Canadian dollar. 


Table 3: Summary of the base-case projection for Canada? 


(quarter- over-quarter 
percentage change 
at annual rates) 


Real GDP 
(year-over-year 
percentage change) 


a9) | 1.9) | (1S 


Core inflation 
(year-over-year 
percentage change) 


Total CPI 
(year-over-year 
percentage change) 


Total CPI excluding 
the effect of the 

| HST and changes in 
other indirect taxes 
(year-Over-year 
percentage change) 


wT? 
(level) 


a. Figures in parentheses are from the base-case projection in the April Monetary Policy Report. 
b. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of futures contracts over the 
two weeks ending 16 July 2010. 
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Chart 22: Total CPI and core inflation in Canada are projected 
to remain close to the 2 per cent target over the projection horizon 
Year-over-year percentage change, quarterly data 
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a. CPI excluding eight of the most volatile components and the effect of changes 
in indirect taxes on the remaining components 
Sources: Statistics Canada and Bank of Canada projections 


As in April, the Bank’s base-case projection for inflation incorporates esti- 
mates for the effect of the harmonized sales tax (HST) in Ontario and 
British Columbia.®° According to the Bank’s calculations, the direct impact will 
be a temporary rise of 0.6 percentage points in the year-over-year rate of 
increase in total CPI lasting from July 2010 to June 2011. As part of the shift 
to the HST, most taxes currently paid on business inputs will be refunded 
through tax credits. While this reduction in production costs should have 
some offsetting effect on consumer prices over time, the extent and the 
timing of this effect are difficult to assess. The Bank’s base-case projection 
assumes that these cost savings will be transmitted gradually during the 
second half of the year, eventually reducing core and total CPI by a cumula- 
tive 0.3 percentage points, all else being equal. In addition, the Bank’s base- 
Case scenario now incorporates the announced increase in the provincial 
sales tax in Quebec, effective in January 2011, which is expected to add 
about 0.1 percentage points to total CPI inflation over 2011. As has been the 
case with previous changes in indirect taxes, for the purposes of monetary 
policy, the Bank will look through the first-round effect of these tax changes 


on prices. 

With inflation expectations well anchored, core inflation is expected to remain 

near 2 per cent throughout the projection period. The recent deceleration in Both total CPI and core inflation are 
the growth of labour compensation, which is expected to persist and to be expected to remain close to 2 per cent 
reinforced by the spending restraint measures recently announced in the over the projection horizon. 


public sector, is contributing to a marked slowdown in the growth of unit 
labour costs. Combined with a cyclical pickup in labour productivity, this 
slowdown is expected to gradually reduce inflation pressures. This effect is 
expected to be offset by the gradual absorption of excess supply. Over the 
next year or so, the transitory effect of the introduction of the HST is pro- 
jected to keep core inflation slightly below 2 per cent, as the tax refunds to 
businesses are passed through to consumers. At the same time, total CPI 


6 Since 1 July 2010, both provinces have harmonized their provincial sales tax with the federal goods and services tax. As a 
result, a broader range of goods and services are now being taxed in Ontario and British Columbia. 
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inflation (excluding the effect of changes in indirect taxes) is projected to be 
more subdued than in April and to remain somewhat below 2 per cent, mainly 
because of lower expected energy prices. Thereafter, both core and total CPI 
inflation are expected to be at the 2 per cent target. 


This projection includes a gradual reduction in monetary stimulus consistent 
with achieving the inflation target. 


The uncertainty surrounding the Bank’s inflation projection is illustrated using 
fan charts. Chart 23 and Chart 24 depict the 50 per cent and 90 per cent 
confidence bands for year-over-year core inflation and total CPI inflation from 
the third quarter of 2010 to the end of 2012.’ 


Chart 23: Projection for core CPI inflation Chart 24: Projection for total CPI inflation 
Year-over-year percentage change Year-over-year percentage change 
% % 
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0 
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Source: Bank of Canada Source: Bank of Canada 


7 Technical details on the construction of the fan charts are available at <http://www.bankofcanada.ca/en/mpr/pdf/ 
backgrounder_fancharts.pdf>. 
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Risks to the Outlook 


Some of the risks identified in the April Report have materialized. Most 
notably, sovereign debt concerns in Europe have intensified. Policy actions 
taken in response have reduced the likelinood of an adverse outcome and 
have enhanced medium-term sustainability. Nonetheless, the risks around 
this projection remain elevated. 


Uncertainty surrounding the global outlook is an important risk for inflation in 
Canada. On the upside, the boost in confidence as advanced countries 
restore fiscal sustainability could generate greater-than-expected offsets to 
the fiscal consolidation. There is also a risk that momentum in emerging- 
market economies could be stronger than currently anticipated, particularly if 
measures to cool demand prove less effective than expected. On the 
downside, private demand around the world may be insufficient to sustain 
the recovery. In the United States, elevated uncertainty and high unemploy- 
ment may induce households to increase savings and reduce consumption 
growth more than is currently expected. In Europe, slower growth in pri- 
vate demand could set in motion an adverse feedback loop between 
growth, financial conditions, and fiscal balances. 


In Canada, there are important two-sided risks to the outlook for private 
demand. On the upside, private demand might have greater momentum than 
expected, reflecting strong confidence and easy credit conditions. On the 
downside, it is possible that households will reduce expenditures more than is 
Currently anticipated to maintain their savings rate close to its recent average. 
Moreover, the projection assumes that investment will return to levels con- 
sistent with previous recoveries. Given the uncertainty around the global 
outlook, there is a risk that the recovery in investment could be further delayed. 


The Bank judges that these risks are roughly balanced. 


Over the medium term, global macroeconomic imbalances continue to pose 
significant risks to the outlook. These imbalances narrowed during the reces- 
sion, aS U.S. households curtailed their spending, while domestic demand in 
Asian emerging-market economies has been boosted by aggressive policy 
measures. The agreement by the G-20 leaders on policies to support strong, 
sustainable, and balanced growth, and the mutual assessment process, are 
important steps to reduce the risks associated with global imbalances. 
However, it remains crucial that countries implement the agreed policies. 
Without this, large imbalances may re-emerge, with the attendant risk of 
disorderly adjustment. 
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Summary 


July 2010 


This text is a commentary of the Governing Council of the Bank of Canada. It presents the Bank’s 
outlook based on information received up to the fixed announcement date on 20 July 2010. 


The global economic recovery is proceeding but is 
not yet self-sustaining. Greater emphasis on balance 
sheet repair by households, banks, and governments 
in anumber of advanced economies is expected to 
temper the pace of global growth relative to the 
Bank’s outlook in April. While the policy response to 
the European sovereign debt crisis has reduced the 
risk of an adverse outcome and increased the pros- 
pect of sustainable long-term growth, it is expected 
to slow the global recovery over the projection horizon. 
In the United States, private demand is picking up 
but remains uneven. 


Economic activity in Canada is unfolding largely as 


expected, led by government and consumer spending. 


Housing activity is declining markedly from high 
levels, consistent with the Bank’s view that policy 
stimulus resulted in household expenditures being 
brought forward into late 2009 and early 2010. While 
employment growth has resumed, business invest- 
ment appears to be held back by global uncertainties 
and has yet to recover from its sharp contraction 
during the recession. 


The Bank expects the economic recovery in Canada 
to be more gradual than it had projected in April, with 
growth of 3.5 per cent in 2010, 2.9 per cent in 2011, 
and 2.2 per cent in 2012. This revision reflects a 
slightly weaker profile for global economic growth 
and more modest consumption growth in Canada. 
The Bank anticipates that business investment and 
net exports will make a relatively larger contribution 
to growth. 


Inflation in Canada has been broadly in line with the 
Bank’s April projection. While the Bank now expects 
the economy to return to full capacity at the end of 


Highlights 


e The global economic recovery is proceeding 


but is not yet self-sustaining. 


The economic recovery in Canada is expected 
to be more gradual, with growth of 3.5 per cent 
in 2010, 2.9 per cent in 2011, and 2.2 per cent 
in 2012. 


The Canadian economy is expected to return 
to full capacity at the end of 2011, and inflation 
is expected to remain near 2 per cent through- 
out the projection period. 


On 20 July 2010, the Bank raised its target for 
the overnight rate by one-quarter of one per- 
centage point to 3/4 per cent. 


The Bank judges that the risks to the inflation 
outlook remain elevated and are roughly bal- 
anced over the projection horizon. 


SUMMARY 
BANK OF CANADA ® MONETARY POLICY REPORT ® JULY 2010 


2011, two quarters later than had been anticipated in 
April, the underlying dynamics for inflation are little 
changed. Both total CPI and core inflation are 
expected to remain near 2 per cent throughout the 
projection period. The Bank will look through the 
transitory effects on inflation of changes to provincial 
indirect taxes. 


The risks around this projection remain elevated and 
are judged to be roughly balanced over the projection 
horizon. Globally, on the upside, the boost in confi- 
dence as advanced countries restore fiscal sustain- 
ability could generate greater-than-expected offsets 
to the fiscal consolidation. On the downside, global 
private demand around the world, including in the 
United States, may be insufficient to sustain the 
recovery. 


Projection for global economic growth 


In Canada, there are important two-sided risks to the 
outlook for private demand. On the upside, private 
demand might have greater momentum than 
expected, reflecting strong confidence and easy 
credit conditions. On the downside, it is possible that 
households reduce expenditures more than currently 
anticipated or that the recovery in business invest- 
ment is further delayed. 


Since April 2010, with improvements in the economy, 
the Bank has ended its extraordinary conduct of 
monetary policy. On 20 April 2010, the Bank removed 
its conditional commitment, which had provided 
considerable additional stimulus during a period of 
very weak economic conditions and major downside 
risks to the global and Canadian economies. 


Projected growth (per cent)? 


Share of real 
ite GDP? 
(per cent) 2010 2011 2012 


United States 2.9 (3.1) 


3.0 (3.5) 3.01(d:0) 


Euro area 16) 1.0 (1.2) 


1.2 (1.6) 2.3 (2.5) 


Japan 6 3.3 (2.1) 


1.5 (1.7) 2.5 (2.6) 


China 10.3 (10.2) 


Se 


Rest of the world 


9.2 (9.3) 8.7 (8./) 
3.6 (3.9) 


wos | sw | say | samo | sou 


a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) valuation of country GDPs for 2009. 


Source: IMF, WEO, April 2010 


b. Numbers in parentheses are projections used for the April 2010 Monetary Policy Report. 


Source: Bank of Canada 


Summary of the base-case projection for Canada? 


Real GDP 
(quarter-over-quarter 
percentage change 
at annual rates) 


Real GDP 
(year-over-year 
percentage change) 


Core inflation 
(year-over-year 
percentage change) 


Total CPI 
(year-over-year 
percentage change) 


Total CPI excluding 
the effect of the 
HST and changes in 
other indirect taxes 
(year-over-year 
percentage change) 


wrle 
(level) 


a. Figures in parentheses are from the base-case projection in the April Monetary Policy Report. 
b. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of futures contracts over the 


two weeks ending 16 July 2010. 
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On 1 June 2010, the Bank raised its target for the 
overnight rate by one-quarter of one percentage 
point to 1/2 per cent. As part of that interest rate 
decision, the Bank re-established its normal operating 
framework for the implementation of monetary 
policy, resetting the target for the overnight rate at 
the midpoint of the operating band and the width of 
the operating band to 50 basis points. On 20 July 
2010, the Bank raised its target for the overnight 
rate by a further one-quarter of one percentage 
point to 3/4 per cent. 


These decisions leave considerable monetary stim- 
ulus in place, consistent with achieving the 2 per cent 
inflation target in light of the significant excess supply 
in Canada, the strength of domestic spending, and 
the uneven global recovery. Given the considerable 
uncertainty surrounding the outlook, any further 
reduction of monetary stimulus would have to be 
weighed carefully against domestic and global eco- 
nomic developments. 


Real GDP growth is expected to moderate to the rate 


of potential output growth 


2007 2008 2009 


2010 2011 2012 


== Year-over-year percentage [MM Quarter-over-quarter percentage 


change in real GDP 
=== Base-case projection 


change in real GDP, at annual rates 
NV Base-case projection 


Sources: Statistics Canada and Bank of Canada projections 


Total CPI and core inflation in Canada are projected to remain 
close to the 2 per cent target over the projection horizon 
Year-over-year percentage change, quarterly data 


2007 2008 2009 2010 2011 2012 
a OtaliCPI =. Core: CPia === Base-case projection 
“== Base-case projection === Base-case projection for total CP! excluding 


Control range eee Target 


the effect of changes 
in indirect taxes 


a. CPI excluding eight of the most volatile components and the effect of changes 


in indirect taxes on the remaining components 


Sources: Statistics Canada and Bank of Canada projections 
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Bank of Canada Publications 


Unless noted otherwise, all publications are available in print and on the Bank’s website: <http://www.bankofcanada.ca>. 


Monetary Policy Report (quarterly: January, April, July, and October) 
Financial System Review (June/December) 

Bank of Canada Review (quarterly; see website for subscription information) 
Business Outlook Survey (quarterly: January, April, July, and October) 
Senior Loan Officer Survey (quarterly: January, April, July, and October)* 
Speeches and Statements by the Governor 

Bank of Canada Banking and Financial Statistics (monthly)* 

Weekly Financial Statistics (published each Friday)* 

Renewal of the Inflation-Control Target: Background Information 
Annual Report 

A History of the Canadian Dollar James Powell (available at Can$8 
plus GST and PST, where applicable) 


* Available only on the Bank’s website 


Conference Proceedings 

Conference volumes published up to and including April 2005 are available on 
the Bank’s website. Print copies can be purchased for Can$15 plus GST and 
PST, where applicable. Papers and proceedings from Bank of Canada confer- 
ences, seminars, and workshops held after April 2005 are now published 
exclusively on the Bank’s website. 


Technical Reports, Working Papers, and Discussion Papers 

Technical Reports, Working Papers, and Discussion Papers are usually 
published in the original language only, with an abstract in both official 
languages. Technical Reports dating back to 1982 are available on the Bank’s 
website, as are Working Papers back to 1994. Discussion Papers deal with 
finished work on technical issues related to the functions and policy making 
of the Bank. They are of interest to specialists and other central bankers. 
Discussion Papers for 2007-2010 are available on the Bank’s website. 


The Bank of Canada’s Monetary Policy Report is published quarterly in January, April, July, and October. Copies of the Report and the Summary may be obtained by 
contacting Publications Distribution, Communications Department, Bank of Canada, Ottawa, Ontario, Canada K1A 0G9. 


Telephone: 613 782-8248; toll free in North America: 1 877 782-8248; email: publications@bankofcanada.ca; website: <www.bankofcanada.ca> 
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The global recovery is entering a new phase. 
The easy bit is now over. 


—Mark Carney 


Governor, Bank of Canada 
30 September 2010 
Windsor, Ontario 
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Overview 


The global economic recovery is entering a new phase. In advanced econ- 
omies, temporary factors supporting growth in 2010—such as the inventory 
cycle and pent-up demand—have largely run their course and fiscal stimulus 
will shift to fiscal consolidation over the projection horizon. While the Bank 
expects that private demand in advanced economies will become sufficiently 
entrenched to sustain the recovery, the combination of difficult labour market 
dynamics and ongoing deleveraging in many advanced economies is expected 
to moderate the pace of growth relative to prior expectations. These factors 
will contribute to a weaker-than-projected recovery in the United States in 
particular. Growth in emerging-market economies is expected to ease to a 
more sustainable pace as fiscal and monetary policies are tightened. 
Heightened tensions in currency markets and related risks associated with 
global imbalances could result in a more protracted and difficult global 
recovery. 


The economic outlook for Canada has changed. The Bank expects the 
economic recovery to be more gradual than it had projected in its July 
Monetary Policy Report, with growth of 3.0 per cent in 2010, 2.3 per cent in 
2011, and 2.6 per cent in 2012. This more modest growth profile reflects a 
more gradual global recovery and a more subdued profile for household 
spending. With housing activity declining markedly as anticipated and 
household debt considerations becoming more important, the Bank expects 
household expenditures to decelerate to a pace closer to the rate of income 
growth over the projection horizon. Overall, the composition of demand in 
Canada is expected to shift away from government and household expendi- 
tures towards business investment and net exports. The strength of net 
exports will be sensitive to currency movements, the expected recovery in 
productivity growth, and the prospects for external demand. 


Inflation in Canada has been slightly below the Bank’s July projection. The 
recent moderation in core inflation is consistent with the persistence of sig- 
nificant excess supply and a deceleration in the growth of unit labour costs. 
The Bank judges that the output gap is slightly larger and that the economy 
will return to full capacity by the end of 2012 rather than the beginning of that 
year, aS had been anticipated in July. The inflation outlook has been revised 
down and both total CPI and core inflation are now expected to converge to 
2 per cent by the end of 2012, as excess supply in the economy Is gradually 
absorbed and inflation expectations remain well anchored. 


Important risks remain around this outlook and the Bank judges that the risks 
to the inflation outlook are roughly balanced. The three main upside risks are 
higher commodity prices, a stronger-than-anticipated recovery in the U.S. 


This report includes data received up to 15 October 2010. 
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economy, and the possibility of greater-than-projected momentum in the 
Canadian household sector. These upside risks are balanced by three down- 
side risks relating to Canada’s international competitiveness, global growth 
prospects, and the possibility of a more pronounced correction in the 
Canadian housing market. 


On 8 September 2010, the Bank raised its target for the overnight rate by 
one-quarter of one percentage point to 1 per cent. On 19 October 2010, the 
Bank maintained the target for the overnight rate at 1 per cent. The Bank Rate 
is correspondingly 1 1/4 per cent and the deposit rate is 3/4 per cent. This 
leaves considerable monetary stimulus in place, consistent with achieving 
the 2 per cent inflation target in an environment of significant excess supply 
in Canada. 


At this time of transition in the global recovery, with a weaker U.S. outlook, 
constraints beginning to moderate growth in emerging-market economies, 
and domestic considerations that are expected to slow consumption and 
housing activity in Canada, any further reduction in monetary policy stimulus 
would need to be carefully considered. 
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[ne Global Economy 


The global recovery is entering a new phase. To date, global economic 
growth has been supported by massive and timely monetary and fiscal 
stimulus in advanced economies and sustained momentum in emerging 
markets. As fiscal stimulus is withdrawn around the world, private demand is 
projected to become sufficiently entrenched to sustain a modest recovery. 
However, the overall profile for global economic growth is weaker, reflecting 
the broad forces of household, bank and sovereign deleveraging. In the 
United States, households will need to continue to restrain their spending 
over a prolonged period in order to repair balance sheets and rebuild wealth. 
In peripheral European countries, the necessary fiscal adjustment has just 
begun. In this environment, monetary authorities in many advanced econ- 
omies are likely to keep policy interest rates at historically low levels for an 
extended period (Chart 1) and, in some cases, may introduce additional 
stimulus measures. Sustaining the global recovery will require a greater 
rotation of demand, supported by increased flexibility in exchange rates. At 
present, these adjustments are coming through divergent inflation pressures 
rather than currency movements, which could result in a more protracted and 
difficult recovery. 


Chart 1: Policy rates remain at historic lows in most advanced economies 
Daily data 
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Note: On 5 October 2010, the Bank of Japan changed the target for its policy rate from 0.1 per cent to a range 
of 0.0-0.1 per cent. Similarly, the Federal Reserve has been maintaining a target range for its policy rate of 
0.0—0.25 per cent since 16 December 2008. 

Sources: Bank of Canada, U.S. Federal Reserve, 

European Central Bank and Bank of Japan Last observation: 15 October 2010 


The global recovery is entering a new 
phase. 


The overall profile for global economic 
growth is weaker, reflecting the broad 
forces of household, bank and sover- 
eign deleveraging. 
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Recent Developments 


Recent developments highlight important geographic divergences in under- 


In the United States and Japan, the 
pace of the recovery has slowed, even 
as the momentum in most emerging- 
market economies remains strong. 


lying economic growth. In the United States and Japan, the pace of the 
recovery has slowed, even as the momentum in most emerging-market 
economies remains strong (Chart 2). Growth has been firmer in Europe’s 
core economies, but activity has weakened markedly in the peripheral 


countries. Underlying inflation pressures in the major advanced economies 
remain subdued, but are building in emerging-market countries (Chart 3). 


Chart 2: Emerging-market economies continue to drive global growth 


Real GDP, 2007Q2 = 100, quarterly data 
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Note: For advanced economies, quarterly data are shown. For emerging-market economies, only data for the 


second quarter of each year are shown. 
Sources: Statistics Canada, U.S. Bureau of Economic Analysis, 
Eurostat, Japan Statistics Bureau and International Monetary Fund 
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Chart 3: Inflation pressures remain subdued in the major advanced economies, 


but are building in many emerging-market countries 
Year-over-year percentage change in total CPI, monthly data 
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Sources: Statistics Canada, U.S. Bureau of Labor Statistics, 
Eurostat, Japan Statistics Bureau and 
International Monetary Fund 
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Last observations: August and September 2010 


Real GDP in the United States slowed to an annual growth rate of 1.7 per cent 
in the second quarter and is estimated to have increased by 2.3 per cent in 
the third quarter—in both instances, this is weaker than anticipated at the 
time of the July Monetary Policy Report.’ Recent data suggest that underlying 
fundamentals for household spending have weakened over the past few 
months. The recovery in the labour market has been lacklustre, restraining 
the growth in labour income (Technical Box 1). In addition, household 
balance sheets are under pressure from elevated debt levels and the dramatic 
collapse in home prices (Chart 4), which has left a significant portion of 
mortgaged homeowners with negative equity. More positively, revised U.S. 
national accounts data indicate that the personal savings rate rose more 
rapidly than previously estimated, to a level consistent with a gradual 
rebuilding of U.S. household wealth towards historical averages.” If savings 
rates remain near current levels (absent a further shock to confidence), con- 
sumption will grow at a rate close to income growth. 


The U.S. housing market has shown renewed weakness. Following the expiry 
of the tax credit for first-time homebuyers, housing sales have decreased 
markedly (Chart 5), suggesting softer underlying demand. High inventories of 
unsold houses (including foreclosures) are expected to restrain new con- 
struction and housing prices. 


U.S. business investment in structures also remains depressed, reflecting 
high vacancy rates. In contrast, growth in business investment in equipment 
and software continues to be strong, as firms strive to replace the capital that 
depreciated during the recession and to improve productivity. 


Taken together, these developments suggest that the pace of the recovery in 
U.S. private domestic demand will be more gradual than assumed in the July 
Report. 


Chart 4: U.S. housing prices have fallen dramatically from their peak 
in July 2006 and have yet to recover 
S&P/Case-Shiller 20-City Composite Index; January 2000 = 100, monthly data 
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Source: Standard & Poor’s Last observation: July 2010 


1 The latest annual comprehensive revisions to the U.S. national accounts show that the recession was 
deeper than originally reported. The peak-to-trough decline in real GDP is now estimated to be 4.1 per 
cent, compared with the 3.8 per cent reported prior to the revisions. The recovery has also been weaker 
than initially measured, since only about 60 per cent of the output lost during the recession had been 
recovered by the first quarter of 2010, compared with 66 per cent in the earlier data. 


2 The savings rate has averaged 5.4 per cent of disposable income over the past two years, compared 
with 3.7 per cent in the unrevised data. 


The U.S. housing market has shown 
renewed weakness. 


THE GLOBAL ECONOMY 


BANK OF CANADA ® MONETARY POLICY REPORT ® OCTOBER 2010 


Technical Box 1 


Labour Market Dynamics in Canada and the United States 


Employment has rebounded much more strongly in Chart 1-A: Canadian and U.S. employment levels 
Canada than in the United States throughout the 2007Q4 = 100 

recovery. Canada has fully recovered the 400,000 jobs Index of employment levels 
lost during the recession, while the United States 104 
has regained only about one-fifth of the jobs lost Start of U.S. 

(Chart 1-A).’ The unemployment rate in the United ere ie es 


States has increased substantially since 2007, despite 
a significant drop in the participation rate, as long- 


term unemployment remains high (Chart 1-B). ie 
Canada’s elevated unemployment rate reflects a 

combination of a cyclical rebound in the participation 98 
rate and broader growth in the working-age 

population. 96 
Canada’s positive employment performance has 

been disproportionately concentrated in the public Months before start of Months after start of a 
sector and part-time work, as opposed to the private proeoceoror Us fecession 

sector and full-time work.? Partly as a result, the 92 
increase in hours worked through the recovery has hides Te ee 
lagged employment growth. More encouragingly, the  ~ 27204 United States 

new jobs have tended to be in industries with above- tea RRS Pe Ae eee 

average wages, such as professional services. and Bank of Canada calculations Last observation: September 2010 


Looking ahead, a number of factors are expected to 
continue to moderate the growth of labour income in 
Canada, including the withdrawal of fiscal stimulus, 
announced wage-bill restraints by various govern- 
ments and a slow recovery in average hours worked. 


Chart 1-B: Long-term unemployment as a per cent 

of total unemployment 

Long-term unemployment defined as 27 weeks and over, monthly data® 
% 
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In the United States, hours worked have recovered 45 
faster than employment, but the broad weakness in 
the labour market has remained an important con- she 
straint on the economic recovery. The restructuring of 35 
major industries such as autos, finance and construc- 30 
tion has deepened the job losses, and credit con- 
straints facing small and medium-sized enterprises = 
will likely continue to dampen employment growth. As 20 
the fiscal stimulus winds down, sustained growth in 45 
private sector demand will require a stronger labour 
market and stronger growth in labour income. bes 
5 
0 
Dec07 Apr08 Aug08 Dec08 Apr09 Aug09 DecO09 Apr10 Aug 10 
== Canada == United States 
a. The data series for Canada is not seasonally adjusted. 
Sources: Statistics Canada and 
U.S. Bureau of Labor Statistics Last observation: September 2010 


1 These figures refer to household survey-measured employment in both 
Canada and the United States. Using establishment survey data would 
show a slower employment recovery in both countries. 


2 The public sector is defined as health, social and education services, 
and public administration. 
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Chart 5: U.S. housing indicators point to weak underlying demand 
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Sources: National Association of Realtors and 
U.S. Department of Commerce Last observation: August 2010 


Real GDP growth in the euro area picked up sharply in the second quarter, 


reaching 3.9 per cent. However, recent indicators suggest a more moderate Measures taken by governments to 
pace of growth in the third quarter. In the core economies, activity has picked improve fiscal sustainability have 
up noticeably, led by strength in exports. Real GDP growth in the peripheral reduced concerns about a major debt 


European countries, in contrast, has been weak and unemployment high. The crisis in Europe, but considerable 
measures taken by governments to improve fiscal sustainability have reduced structural adjustment remains to be 
concerns about a major debt crisis in Europe, but considerable structural implemented. 

adjustment remains to be implemented. 


In Japan, real GDP growth slowed markedly to 1.5 per cent in the second 
quarter, and recent data point to weak growth in the third quarter. Measures 
to stimulate domestic demand appear to be having a slight positive effect, 
although unemployment remains relatively high. Japanese authorities have 
taken additional steps to stimulate growth and alleviate pressures on their 
Currency, including further monetary and fiscal policy easing and the first 
intervention in foreign exchange markets in six years. A recently proposed 
fiscal stimulus program aims to boost domestic demand through consump- 
tion incentives, new infrastructure projects and employment support. 


Real GDP growth in China remained strong at around 10 per cent in the 

second and third quarters. Although the effects of the fiscal stimulus intro- Real GDP growth in China remained 
duced during the recession have begun to diminish and the measures to cool strong at around 10 per cent in the 
activity in the property market have started to take hold, growth in investment second and third quarters. 

and consumption has remained robust. Net exports, in contrast, contributed 

only modestly to growth in GDP over this period, as both imports and exports 

rose rapidly. 


The Bank of Canada’s index of global commodity prices has declined by 
about 4 per cent since the release of the July Report (Chart 6). While crude 
oil prices are higher, natural gas prices have fallen significantly in response to 
weather-related factors and excess supply. Prices for non-energy commod- 
ities have increased by about 5 per cent over the same period, in some cases 
reaching recent highs. Strong demand by emerging-market economies and 
growing investor interest have supported metals prices, while weather-related 
factors have driven up the prices of agricultural products. 
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Conditions in global financial markets 
are very stimulative. 
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Chart 6: Energy prices have weakened, while non-energy commodity prices 
have increased 
Bank of Canada commodity price index (rebased to January 2008 = 100), monthly data 
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Note: Values in October 2010 are estimates based on the average daily spot prices up to 15 October 2010. 
Source: Bank of Canada Last observation: October 2010 


Developments in Global Financial Markets 


Overall, conditions in global financial markets are very stimulative. Borrowing 
rates are at or near record lows in a number of countries, and capital markets 
remain open to a broad range of financial and non-financial corporate 
issuers. With markets focused on the strength and durability of the global 
recovery, macro concerns have dominated idiosyncratic ones, leading to 
higher correlations across asset prices. Worries about the fiscal positions and 
banking sectors of some peripheral European countries remain, and a nega- 
tive shock would risk triggering renewed strains in global financial markets 
(Chart 7). Heightened tensions in foreign exchange markets and risks related 
to growing global imbalances have become a key source of vulnerability. 


Chart 7: Credit spreads remain elevated for some European countries 
Spreads on 5-year sovereign credit default swaps 
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Government bond yields in the major advanced economies have decreased 
noticeably since July (Chart 8). Markets expect that, as a result of reduced 
prospects for growth and inflation, policy interest rates will be maintained at 
very low levels over a longer period than previously assumed, and that some 
countries may resort to further unconventional measures to stimulate demand. 


Global equity prices have risen since the July Report, while corporate bond 
spreads have tightened slightly. Investor demand for corporate bonds con- 
tinues to be very strong, as illustrated by historically low corporate bond 
yields and record U.S.-dollar high-yield bond issuance (Chart 9). 


Bank lending conditions have moved in different directions across advanced 
economies. Surveys indicate that lending conditions in the United States and 


Chart 8: Yields on government bonds in major economies have decreased 
since the July Report 
Yields on 10-year government bonds 
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Source: Bloomberg Last observation: 15 October 2010 


Chart 9: Corporate bond issuance has been robust, particularly by high-yield 
issuers 
Global corporate issuance placed in U.S. dollars 
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Government bond yields in the major 
advanced economies have decreased 
noticeably since July. 
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The global economic recovery is 
expected to proceed at a more gradual 
pace than previously anticipated. 


The overall outlook for U.S. economic 
growth is weaker than was anticipated 
in the July Report. 


‘ @ THE GLOBAL ECONOMY 


Japan eased somewhat in the second quarter of 2010—a modest unwinding 
of the tightening that occurred over the previous two years. In contrast, banks 
in the euro area have tightened terms and conditions on business Credit. 


Emerging-market economies have experienced large capital inflows as 
investors search for higher yields. Policy-makers in a number of these coun- 
tries have increasingly taken action to limit the impact of these inflows on their 
currencies and economies. By restricting capital movements, these actions 
could increase volatility in financial markets and heighten trade tensions. 


Outlook for the Global Economy 


The global economic recovery is expected to proceed at a more gradual 
pace than previously anticipated (Table 1). Growth in the advanced econ- 
omies is projected to slow over the coming year, reflecting the withdrawal of 
fiscal stimulus and modest growth in private demand, while growth in emer- 
ging-market economies is expected to ease to more sustainable rates over 
the projection horizon. Steps taken by policy-makers to limit capital inflows 
and prevent exchange rate movements are impeding the rotation of demand 
from advanced to emerging-market economies that is necessary for a sus- 
tainable recovery. 


Table 1: Projection for global economic growth 


Share of real Projected growth (per cent)? 
global GDP? 
(per cent) 2010 2011 2012 


3.3 (3.5) 
17 (23) 
2.3 (2.5) 
9.0 (9.2) 8.9 (8.7) 
Rest of the world 5,2 (5.1) 3.6 (3.8) 3.5 (3.6) 


a TC EE 


a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) valuation of country 
GDPs for 2009. 


Source: IMF, WEO, October 2010 
b. Numbers in parentheses are projections used for the July 2010 Monetary Policy Report. 
Source: Bank of Canada 


2.3 (3.0) 
14 (1.2) 
1.3 (1.5) 


United States 


Euro area 


27 (29) 
1.7 (1.0) 


Japan 2.9 (3.3) 
China 10.3 (10.3) 


The Bank has long expected that the U.S. recovery will be slower than in 
previous postwar cycles (Chart 10), consistent with the historical experience 
following financial crises. Although modest recovery in private domestic 
demand is still projected to more than offset the drag from the unwinding of 
fiscal stimulus, the overall outlook for U.S. economic growth is weaker than 
was anticipated in the July Report (Chart 11). This reflects delayed recovery 
in the U.S. labour market, more protracted weakness in housing and a slightly 
more modest contribution from exports. 


Growth in household spending is expected to pick up gradually, sustained by 
a measured improvement in the pace of job creation, even as households 
continue to address balance-sheet pressures through elevated savings rates. 
Consumption will also continue to be influenced by fiscal policy decisions, as 
well as by developments in the housing market, where a sharp rebound in the 
near term looks unlikely despite the substantial declines in both prices and 
housing starts. 
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Chart 10: U.S. GDP growth is expected to remain sluggish relative to previous 
economic recoveries 
U.S. real GDP across economic cycles; start of the recession = 100, quarterly data 
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Sources: U.S. Bureau of Economic Analysis and Bank of Canada projections 


Chart 11: Fiscal stimulus is currently supporting U.S. growth, but private demand 
is expected to become more durable in later years 
Annual data 


2009 2010 2011 2012 
~® GDP [@ Estimated contribution of stimulus J GDP excluding stimulus 


Note: The contribution of the stimulus to growth reflects the effects on GDP of the stimulus enacted in 
response to the crisis and includes both direct government expenditures and the indirect effects of the 
stimulus on other components of aggregate demand. 

Sources: Bank of Canada and U.S. Bureau of Economic Analysis 


Conditional on the recovery progressing and confidence improving, U.S. 
businesses are expected to increase hiring and boost spending on equip- 
ment and software. This will be supported by strong corporate balance 
sheets, low financing costs and modest improvements in lending conditions, 
particularly for small and medium-sized enterprises. Growth in investment in 
structures is anticipated to be slower than investment in equipment and 
software, however, owing to the high level of vacant office and retail space. 
Firmer external demand for U.S. goods and services, prompted by an antici- 
pated further depreciation of the U.S. dollar, is expected to support growth in 
net exports over the projection horizon. 


U.S. businesses are expected to 
increase hiring and boost spending 
on equipment and software. 
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The Bank’s commodity price index is 
expected to increase over the projection 


horizon. 
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THE GLOBAL ECONOMY 


In the euro area, the recovery is expected to be modest through 2011-12, 
owing to the restraining effects of fiscal consolidation and a stronger euro. 
Growth in core economies will depend importantly on export demand. 
Growth in peripheral economies is projected to be constrained by higher 
financing costs and large fiscal adjustments. 


In Japan, growth in domestic demand is expected to be weaker than had 
been anticipated in July, although some pickup remains likely as labour 
market conditions improve. Net exports are expected to remain the principal 
driver of growth through 2012, supported by strong external demand, espe- 
cially from Asia. 


In China, real GDP growth is projected to converge gradually towards trend 
growth of 8 to 9 per cent over the projection horizon, owing to the withdrawal 
of fiscal stimulus and the restraining effects of policy measures to cool the 
property market. A gradual rotation of demand towards consumption and 
away from investment is expected to continue, supported by rising wages 
and an anticipated modest appreciation of the Chinese currency. 


A gradual slowing of real GDP growth is expected in other emerging-market 
economies, reflecting the withdrawal of fiscal stimulus and, in some cases, a 
tightening in monetary policy in response to inflationary pressures. 


The Bank’s commodity price index is expected to increase over the projec- 
tion horizon. Non-energy commodity prices are expected to rise through 
2012, albeit to a lower level than had been expected at the time of the July 
Report, in line with downward revisions to the Bank’s projection for global 
demand. The expected path for natural gas prices (as suggested by the latest 
futures curve) has also been revised downwards over the projection horizon, 
owing to softer U.S. demand and ongoing excess supply in the market. The 
latest crude oil futures curve, however, suggests that prices will be higher 
than previously anticipated (Chart 12). 


Chart 12: Energy prices are expected to increase modestly through 2012 
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Source: NYMEX 
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The Canadian Economy 


The economic outlook for Canada has changed. The economy is entering a 

period of more modest growth, following the robust expansion of domestic The economy is entering a period of 
demand since mid-2009 that restored pre-crisis levels of output and employ- more modest growth. 
ment. The composition of demand in Canada is expected to shift away from 

household and government expenditures towards business investment and 

net exports. The strength of net exports will be sensitive to currency move- 

ments, the expected recovery in productivity growth and the prospects for 

external demand. With accommodative financial conditions continuing to 

provide support, economic growth is projected to be sufficient to absorb 

excess Capacity, although at a more gradual pace than anticipated in the July 

Report. As a consequence, the Bank now projects a slightly more subdued 

profile for core inflation over the projection horizon. 


Recent Developments 


Economic Activity 


Canadian real GDP growth slowed to 2.0 per cent (at an annual rate) in the 

second quarter, a larger deceleration than expected in the July Report Canadian real GDP growth slowed to 
(Chart 13). This growth brought real GDP back to its pre-recession level, 2.0 per cent in the second quarter. 
reflecting strength in household and government spending (Chart 14). 


Chart 13: Growth in real GDP slowed in 2010Q2, following very strong growth in 
previous quarters 
Quarterly growth at annual rates 
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Sources: Statistics Canada and Bank of Canada projections 
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Chart 14: Real GDP is back to its pre-recession level, supported by household 
and government expenditures 
Index: 2008Q3 = 100, chained 2002 dollars, quarterly data 
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Note: Numbers for 2010Q3 are Bank of Canada estimates. 
Sources: Statistics Canada and Bank of Canada calculations 


Chart 15: The deterioration in Canada’s competitiveness over the past several 
years has had an adverse impact on Canada’s trade performance 
Index 2002Q1 = 1.0, quarterly data 
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a. The Canadian domestic activity measure is the sum of final domestic demand, exports and 
inventory investment. 


Sources: Statistics Canada, U.S. Bureau of Economic 
Analysis and Bank of Canada calculations Last observation: 2010Q2 


Household consumption and housing investment in the second quarter were 
supported by further improvement in the labour market, with the growth of 
personal disposable income receiving an extra lift from unusually large tax 
refunds. Consumers also continued to take advantage of exceptionally stimu- 
lative credit conditions, pushing household debt levels to record highs. 


Following a steep decline and delayed recovery, the rebound in business 
investment finally gained momentum in the second quarter, with a sharp rise 
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in spending on machinery and equipment. Businesses also replenished their 
inventories to levels more consistent with sales. 


Net exports subtracted from growth in the second quarter as imports were 
boosted by strength in business investment and higher inventories. The 
recent deterioration in the real trade balance also reflects a deterioration in 
Canadian competitiveness in recent years, as relative unit labour costs have 
increased (Chart 15). 


The Bank estimates that real GDP decelerated slightly in the third quarter to 
an annual growth rate of 1.6 per cent, reflecting a smaller contribution to 
growth from personal consumption and a sizable drop in housing investment. 
As well, the large contribution to growth from inventory investment in the first 
and second quarters is not expected to be repeated. Growth in the third 
quarter was likely supported by further strong recovery in business investment 
and some pickup in government expenditures, while recent data suggest a 
continued drag from net exports. 


Potential Output Growth 


The Bank has revised its profile for potential output growth in Canada very 


slightly, as part of its annual comprehensive reassessment (Technical Box 2). 


Potential output growth is now expected to increase from 1.6 per cent in 2010 
to 2.1 per cent in 2013. Trend productivity growth is projected to improve as 

a result of stronger investment and the dissipation of the adverse effects of 
restructuring in some sectors, while demographic forces continue to push 
down the trend rate of labour input growth. 


Estimated Pressures on Capacity 


Various indicators of capacity suggest that considerable slack remains in the 
Canadian economy. Excess capacity diminished noticeably through the early 
part of the year from its peak in the third quarter of 2009, but has increased 
marginally in recent months. 


The Bank’s conventional measure indicates that the output gap widened 
slightly in the third quarter to about -1.9 per cent (Chart 16). The Bank’s 
autumn Business Outlook Survey (available on the Bank’s website; keyword 
search: Periodicals) also indicated that the proportion of firms that would 
have difficulty responding to an unexpected increase in demand remained 
below the historical average, declining slightly from the summer survey. 


Although the economy has recouped the 400,000 jobs lost during the reces- 
sion (Chart 17), there has been greater recourse to part-time employment by 
firms. Partly as a result, average hours worked still remain well below their 
pre-recession level. At the same time, results from the autumn Business 
Outlook Survey indicate that the percentage of firms facing labour shortages 
has risen in recent months, but is still well below its historical average. 


On balance, the Bank judges that the economy was operating at about 
1 3/4 per cent below its production capacity in the third quarter of 2010, a 
slightly greater degree of slack than had been estimated in the July Report. 


Inflation and the 2 Per Cent Target 


Core inflation remained close to 2 per cent through early 2010 before 
declining slightly in recent months (Chart 18). The 12-month rate of change in 
the core CPI reached 1.6 per cent in July and August, slightly below the 
Bank’s expectations at the time of the July Report. The recent moderation in 


core inflation is consistent with the persistence of considerable excess supply 


in the economy and the observed decline in the growth of unit labour costs 


The Bank estimates that real GDP 
decelerated slightly in the third quarter 
to an annual growth rate of 1.6 per cent. 


Potential output growth is now expect- 
ed to increase from 1.6 per cent in 2010 
to 2.1 per cent in 2013. 


The Bank judges that the economy was 
operating at about 1 3/4 per cent below 
its production capacity in the third 
quarter of 2010. 
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Technical Box 2 


Revisions to Potential Output Growth 


Each October, the Bank reassesses the path for 
potential output growth that underpins its economic 
outlook. Potential output represents the level of 
goods and services that the economy can produce 
on a sustained basis without adding to inflation pres- 
sures. Potential output growth can be thought of as 
the sum of the growth rates of trend labour input and 
trend labour productivity. 


The growth rate of potential output is expected to 
increase gradually from 1.6 per cent in 2010 to 2.1 per 
cent in 2013 (Table 2-A). This upward trend is driven 
by an increase in the growth rate of trend labour 
productivity, whereas the growth of trend labour input 
weakens over the 2010-13 period. 


The projected improvement in the growth of trend 
labour productivity largely reflects the expected 
sharp, sustained recovery in investment spending. 
The Bank estimates that trend labour productivity 
growth will be 0.6 per cent this year, rising steadily to 
1.3 per cent by 2013. 


Table 2-A: Assumptions for the growth of potential 
output? 


eS es ee 


Potential output 1.6 (1.5) 1.8 (1.9) | 2.0 (1.9) 
0.6 (0.2) |} 0.9 (0.9) | 1.4 (1.2) 
1.0 (1.3) 0.9 (1.0) | 0.9 (0./) 


Trend labour productivity 


Trend labour input 


a. Figures in parentheses correspond to the October 2009 scenario. 
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The growth rate of trend labour input is expected to 
gradually decline from 1.0 per cent in 2010 to 0.8 per 
cent in 2013. Demographic factors are expected to 
continue to limit the sustainable pace of labour input 
growth. The growth rate of trend labour input is pro- 
jected to slow over the projection horizon, owing to 
a decline in the growth rate of the working-age popu- 
lation. The downward pressure on trend labour input 
growth from population aging will likely be partly 
offset by a slight boost to labour force participation 
induced by an expected slowdown in wealth 
accumulation. 


While these broad forces were already incorporated 
in the Bank’s projection for potential output in 
October 2009, their estimated magnitude has been 
revised. Trend labour productivity growth has been 
revised upward in 2010. This is partly offset by a 
downward adjustment to trend labour input growth, 
although the estimate for 2012 has been revised 
upward, owing to updated population projections 
from Statistics Canada. 


Chart 16: Excess supply in the Canadian economy remains significant 
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a. Response to Business Outlook Survey question on capacity pressures. Percentage of firms indicating that 
they would have either some or significant difficulty meeting an unanticipated increase in demand/sales. 
. Response to Business Outlook Survey question on labour shortages. Percentage of firms reporting labour 
shortages that restrict their ability to meet demand. 
c. Difference between actual output and estimated potential output from the Bank of Canada’s conventional 
measure. The estimate for the third quarter of 2010 (indicated by *) is based on a projected increase in 
output of 1.6 per cent (at annual rates) for the quarter. 


Source: Bank of Canada Last observation: 2010Q3 
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Chart 17: Although employment has recovered, unemployment remains elevated 
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(Chart 19). Temporary factors that had boosted the core rate of inflation 
earlier in the year, such as the unusual pricing pattern for new motor vehicles, 
have now unwound. 


Total CPI inflation has increased from its recent trough of 1.0 per cent in June, 
reaching 1.7 per cent in August, owing largely to the impact of changes in 
provincial indirect taxes.* This is also slightly below the Bank’s expectations 


3 The direct impact of these changes is a temporary rise of 0.7 percentage points in the year-over-year rate 
of increase in total CPI from July 2010 to June 2011. 


The recent moderation in core infla- 
tion is consistent with the persistence 
of considerable excess supply in the 
economy and the observed decline in 
the growth of unit labour costs. 
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Inflation expectations remain well 
anchored at the 2 per cent target. 
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Chart 18: Inflation in Canada has been slightly more subdued than was 
expected in July 
Year-over-year percentage change, monthly data 
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a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on the 
remaining components 


Source: Statistics Canada Last observation: August 2010 


Chart 19: The growth of unit labour costs has slowed sharply over the past 
year and a half 


Year-over-year percentage change, quarterly data 
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in the July Report, reflecting marginally softer core inflation and lower-than- 
anticipated natural gas prices for consumers. 


Recent survey measures indicate that inflation expectations remain well 
anchored at the 2 per cent target. The October Consensus Economics fore- 
cast for total CPI inflation in 2011 was 2.0 per cent. As reported in the Bank’s 
autumn Business Outlook Survey, 85 per cent of firms expect average infla- 
tion over the next two years to remain within the 1 to 3 per cent control range. 
Market-based measures of longer-term inflation expectations also continue to 
be consistent with the 2 per cent inflation target. 


BANK OF CANADA ® MONETARY POLICY REPORT ® OCTOBER 2010 


Canadian Financial Conditions 


Financial conditions in Canada remain exceptionally stimulative, providing 


important ongoing support to the economic recovery. 


Lower government bond yields and narrow bank fund 


ing spreads have kept 


effective borrowing costs for Canadian households very low by historical 
standards (Chart 20), despite increases in the policy interest rate. Reflecting 
these low borrowing costs, household credit has continued to expand at a 
robust pace, although recent growth has been marginally slower than earlier 


in the year (Chart 21). 


Chart 20: Borrowing costs for households and businesses remain 


at exceptionally low levels 
Weekly data 
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Source: Bank of Canada calculations 


Last observation: 15 October 2010 


Chart 21: Growth in household credit has eased slightly but remains robust 
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Financial conditions in Canada remain 
exceptionally stimulative. 


THE CANADIAN ECONOMY 


sie, 


Canadian firms’ access to bank 


financing has improved. 
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Effective borrowing costs for Canadian businesses also remain extremely 
low. Corporate bond yields across a range of credit ratings have reached 
record lows despite near-record issuance, as strong investor demand has 
kept spreads narrow, while government yields have declined. Canadian firms’ 
access to bank financing has also improved in recent months, according to 
both the Bank’s Senior Loan Officer Survey (available on the Bank’s website; 
keyword search: Periodicals) and the Business Outlook Survey (Chart 22). In 
particular, the Senior Loan Officer Survey suggests that the easing in lending 


Chart 22: Survey results suggest that credit conditions for Canadian 
non-financial firms eased further in 2010Q3 


Balance of opinion 


Tightening 
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=—— Overall business-lending conditions @ Overall credit conditions from 
from the Senior Loan Officer Survey? the Business Outlook Survey 


a. Weighted percentage of surveyed financial institutions reporting tightened credit conditions minus 
the weighted percentage reporting eased credit conditions. 

b. Percentage of firms reporting tightened credit conditions minus percentage reporting eased credit 
conditions. 


Source: Bank of Canada Last observation: 2010Q3 


conditions for large corporate borrowers in recent quarters has broadened to 
commercial borrowers, reflecting heightened competition among lenders 
amid modest growth in loan demand. This soft demand is mirrored in the 
continued sluggish growth of overall business credit, reflecting the availability 
of firms’ internal funds and the still-low level of investment. 


Growth in narrow monetary aggregates has slowed in recent months from the 
unusually rapid pace earlier in the year, consistent with diminishing liquidity 
preference among households and firms. Growth in the broader M2++ aggre- 
gate remains below its historical average, suggesting subdued inflation pres- 
sures ahead. 


Exchange Rate 


The Canadian dollar has averaged 97 cents U.S. over the past three months 
and 98 cents U.S. since the 8 September interest rate announcement 
(Chart 23), slightly higher than the 96 cents U.S. assumed in the July Report. 
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Chart 23: The Canadian dollar has appreciated since the July Report 
Daily data 
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Outlook for the Canadian Economy 


The Bank’s base-case projection for growth incorporates the following key 
assumptions: a Canada/U.S. exchange rate averaging 98 cents U.S.; energy 
prices in line with recent futures prices; higher prices for non-energy com- 
modities as the global economy recovers; and supportive global credit 
conditions. 


Aggregate Demand and Supply 


The economic expansion is weaker than the Bank had projected in its July 
Report (Chart 24). This reflects a more gradual global recovery and a some- 
what more subdued profile for household spending. Over the projection hor- 
izon, the composition of demand in Canada is expected to shift away from 
government and household expenditures towards business investment and net 
exports (Table 2 and Chart 25). On an average annual basis, real GDP is pro- 
jected to grow by 3.0 per cent in 2010, 2.3 per cent in 2011 and 2.6 per cent in 
2012. The economy is expected to return to full capacity by the end of 2012. 


In the Bank’s base-case scenario, growth in household expenditures is 
expected to decelerate to a pace closer to that of income growth over the 
projection horizon. As in the July Report, growth in personal disposable 
income is expected to slow as a result of the withdrawal of fiscal stimulus, 
announced compensation restraints by governments and a slow recovery in 
average hours worked (Technical Box 1). A weaker global outlook is now 
expected to further moderate income growth. Moreover, Canadian household 
balance sheets are also increasingly stretched, and private consumption is 
unlikely to be bolstered by gains in house prices going forward. 


As the Bank had expected, housing activity has declined markedly in recent 
months. Residential investment still remains near historically high levels but is 
expected to weaken further into 2011, reflecting subdued income growth and 
declining affordability. 


The economic expansion is weaker 
than the Bank had projected in its July 
Report. 


Growth in personal disposable income 
is expected to slow. 


Housing activity has declined markedly 
in recent months. 
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Chart 24: Real GDP is expected to grow at rates consistent with the gradual 
absorption of excess supply 
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Sources: Statistics Canada and Bank of Canada projections Last observation: 2010Q2 


Table 2: Contributions to average annual real GDP growth 
Percentage points? 


Consumption 0.2 (0.2) 1.9 (1.9) 1.2 (1.4) 1.2 (1.4) 
Housing -0.6 (-0.6) 0.6 (0.6) -0.2 (-0.1) 0.1 (0.1) 
Government 1.2 (1.2) 11 (1.4) 0.0 (-0.2) -0.4 (-0.5) 
Business fixed investment -2.6 (-2.6) 0.3 (0.1) 0.9 (0.7) 11 (0.9) 
Subtotal: Final domestic demand -1.8 (-1.8) 3.9 (4.0) 1.9 (7.8) 2.0 (1.9) 
47 (47) | 23 (25) 1.5 (1.9) 1.6 (1.4) 
4949 | -42(49 
Subtotal: Net exports 0.2 (0.2) -1.9 (-1.6) 0.3 (0.8) 0.5 (0.2) 
Inventories -0.9 (-0.9) 1.0 (1.1) 0.1 (0.3) 0.1 (0.1) 
GDP -2.5 (-2.5) 3.0 (3.5) 2.3 (2.9) 2.6 (2.2) 


Memo items: 


Potential output 1.2 (1.2) 1.6 (1.5) 1.8 (1.9) 2.0 (1.9) 
Real gross domestic income (GDI) -5.8 (-5.8) 9.0 (5.7) 2.9 (2./) 2.9 (2.4) 


a. Figures in parentheses are from the base-case projection in the July 2010 Monetary Policy 
Report. Those for potential output are from Technical Box 2 in the October 2010 Report. 


Based on budget announcements, the Bank assumes that fiscal stimulus will 
end in early 2011, and that the contribution of government spending to overall 
real GDP growth will turn mildly negative. 


Following an unusually sharp contraction, business investment is projected to 


Business investment is projected to increase to levels consistent with previous recoveries, reflecting efforts to 
increase to levels consistent with improve competitiveness, firms’ strong financial positions and favourable 
previous recoveries. credit conditions (Chart 26 and Technical Box 3). This projection is con- 


sistent with the new high in the balance of opinion regarding firms’ intentions 
to invest in machinery and equipment reported in the latest Business Outlook 
Survey. In particular, firms reported an increasing focus on enhancing pro- 
ductivity. The projected investment profile in the Bank’s base-case scenario 
should contribute to raising potential output in Canada. 
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Chart 25: Sources of growth are expected to shift away from household and 
government spending towards business investment and net exports 


Contributions to real GDP growth 
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Note: Contributions for 2010H1 and 2010H2 are proxied by the average quarterly contributions. 


Sources: Statistics Canada and Bank of Canada projections and calculations 


Chart 26: Canadian business fixed investment is expected to increase to levels 


consistent with previous recoveries 
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At the same time, with the adjustment in the stock-to-sales ratio completed, 
business inventories are expected to provide very modest support to overall 


real GDP growth over the projection horizon. 


The expanding world economy is expected to provide support to Canadian 
exports over the projection horizon. However, with weaker projected growth 
in U.S. activity over the remainder of 2010 and 2011 and competitiveness 
challenges, Canadian exports are expected to rise less rapidly than previ- 
ously anticipated. As in the July Report, the growth of imports is projected to 
ease markedly from the rapid pace of late 2009 and early 2010, owing in part 
to slower growth in final domestic demand, as well as the end of the inventory 


cycle. 
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Technical Box 3 


Investment and the Recovery 


Business investment was unusually weak during the 
recession, and the recovery so far has been subdued 
(see Chart 26, p. 23). 


This weakness in business investment can be 
explained in part by a deterioration in fundamentals, 
including falling business profits, low levels of capacity 
utilization and restricted access to capital markets. 
However, an unusual degree of uncertainty at the 
depths of the recession might also have played an 
important role. 


Real GDP has since returned to pre-recession 
levels. However, even taking into account the accel- 
eration seen through the first half of 2010, business 
investment has recovered only 15 per cent of the 
losses incurred through the recession. In this con- 
text, improved business confidence, current and 


Chart 3-A: Measures of investment intentions point to 
a recovery in real business investment 
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Last observations: 2010Q2, 2010Q3 


expected profitability, policy initiatives (e€.g., cor- 
porate tax cuts) and increases in capacity utilization 
point to a continued recovery in investment 

(Chart 3-A and Chart 3-B). The favourable financial 
position of the non-financial corporate sector, 
including a high level of liquidity and low debt-to- 
equity ratios, also supports the outlook for rising 
investment. 


Growth in business investment is expected to sup- 
port projected potential output growth by improving 
capital intensity and, hence, trend labour productivity 
growth. This rise in labour productivity growth is 
expected to more than offset the projected demo- 
graphically driven moderation in the growth of trend 
labour input, leaving potential output growth to 
strengthen over the 2010-13 horizon, as dis- 
cussed in Technical Box 2. 


Chart 3-B: The recovery in the TSX suggests that 
expected corporate profitability has improved 
Quarterly data 
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The Projection for Inflation 


With a larger and more persistent output gap than previously assumed, the 

profile for core inflation is more subdued than in the July Report. Core infla- The profile for core inflation is more 
tion is expected to remain near current levels in coming quarters before subdued than in the July Report. 
edging up to 2 per cent by the end of 2012 (Table 3 and Chart 27), as excess 

supply in the economy is gradually absorbed and inflation expectations 

remain well anchored. As well, ongoing modest growth in labour compensa- 

tion, combined with an anticipated pickup in productivity, is expected to 

restrain growth in unit labour costs and, in turn, inflation pressures. Over the 

coming quarters, core inflation will also be dampened by the transitory effect 

of the harmonized sales tax (HST) introduced in two provinces in July, as 

associated tax refunds to businesses are passed through to consumers. 


The direct impact of recent changes in consumption taxes in Ontario, British 
Columbia and Nova Scotia is a temporary rise of 0.7 percentage points in the 
year-over-year rate of increase in total CPI from July 2010 to June 2011. The 
Bank’s base-case projection for inflation also incorporates an estimate for the 
announced increase in the provincial sales tax in Quebec, effective in January 
2011, which is expected to add about 0.1 percentage points to total CPI infla- 
tion over 2011. As with previous changes in indirect taxes, for the purposes of 
monetary policy, the Bank will look through the first-round effect on prices of 
these changes in provincial sales taxes. 


Total CPI inflation is also projected to be more subdued than was anticipated 
in July, mainly reflecting the lower profile for core inflation. The impact on total Total CPI inflation is also projected to 


CPI inflation of the higher profile for crude oil prices is partially offset by the be more subdued and is expected to 
higher value assumed for the Canadian dollar. Over coming quarters, with the rise gradually to the 2 per cent target 
gradual dissipation of the effect from the earlier reduction in mortgage by the end of 2012. 


interest costs, total CPI inflation (excluding the effect of changes in indirect 
taxes) is expected to rise gradually to the 2 per cent target by the end of 
2012. 


This projection includes a gradual reduction in monetary stimulus over the 
projection horizon, consistent with achieving the inflation target. 


Table 3: Summary of the base-case projection for Canada? 


Real GDP 
(quarter-over-quarter 
percentage change 
at annual rates) 


Real GDP 
(year-over-year 
percentage change) 


Core inflation 
(year-over-year 
percentage change) 


Total CPI 
(year-over-year 
percentage change) 


Total CPI excluding 
the effect of the 
HST and changes in 
other indirect taxes 
(year-over-year 
percentage change) 


wil? 
(level) 


a. Figures in parentheses are from the base-case projection in the July Monetary Policy Report. 
b. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of 
futures contracts over the two weeks ending 15 October 2010. 
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Chart 27: Total CPI and core inflation in Canada are projected to converge 
to 2 per cent over the projection horizon 
Year-over-year percentage change, quarterly data 


2007 2008 2009 2010 2011 2012 
aa lOtalerl = Core CPia === Base-case projection 
== Base-case projection *=*=° Base-case projection for total CPI excluding 
Control range == Target the effect of changes 


in indirect taxes 


a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on the 
remaining components 


Sources: Statistics Canada and Bank of Canada projections 


The uncertainty surrounding the Bank’s inflation projection is illustrated using 
fan charts. Chart 28 and Chart 29 depict the 50 per cent and 90 per cent 
confidence bands for year-over-year core inflation and total CPI inflation from 
the fourth quarter of 2010 to the end of 2012.* 


Chart 28: Projection for core CPI inflation Chart 29: Projection for total CPI inflation 
Year-over-year percentage change Year-over-year percentage change 
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Source: Bank of Canada Source: Bank of Canada 


4 Technical details on the construction of the fan charts are available on the Bank’s website; keyword 
search: Fan charts. 


26 THE CANADIAN ECONOMY 
BANK OF CANADA ® MONETARY POLICY REPORT ® OCTOBER 2010 


FISks to the Outlook 


The Bank has downgraded its outlook for the Canadian and global 
economies, and important risks remain around this outlook. The Bank 
judges that the risks to inflation are roughly balanced. 


The three main upside risks to the inflation outlook are higher commodity 
prices, a stronger-than-anticipated recovery in the U.S. economy, and 
the possibility of greater-than-projected momentum in the Canadian 
household sector: 


& Commodity prices might rise faster and further than currently projected, 
boosting incomes in Canada and stimulating investment activity. 
Commodity prices could be supported by stronger-than-expected growth 
in emerging-market economies and heightened investor interest in com- 
modities, fuelled by exceptionally low global interest rates and ample 
liquidity. 


B Greater-than-expected improvements in housing and labour markets in 
the United States could boost consumer and business confidence in that 
country, resulting in stronger export demand for Canadian goods and 
services. 


@ Household spending in Canada could be stronger than expected if 
borrowing continues to exceed income growth, or if growth in incomes 
were to rebound more rapidly than the Bank projects. 


These upside risks to inflation are balanced by three downside risks relating 
to Canada’s international competitiveness, global growth prospects, and the 
possibility of a more pronounced correction in the Canadian housing market: 


B® A combination of disappointing productivity performance and persistent 
strength in the Canadian dollar could dampen the expected recovery of 
Canada’s net exports. Heightened tensions in foreign exchange markets 
could inhibit necessary global adjustment and put additional pressure on 
freely floating currencies. 


# Global deflationary forces could intensify if the necessary rotation of 
demand from deficit countries to surplus countries and from the public to 
the private sector is delayed or fails to materialize. 


m™ If there were a sudden weakening in the Canadian housing sector, 
it could have sizable spillover effects on other areas of the economy, 
such as consumption, given the high debt loads of some Canadian 
households. 


RISKS TO THE OUTLOOK 
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Senior Regional Representative (Economics) 
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Senior Regional Representative (Currency) 
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1501 McGill College Avenue, Suite 2030 
Montréal, Quebec H3A 3M8 

Laurent Martin 

Senior Regional Representative (Economics) 
Phuong Anh Ho Huu 

Senior Regional Representative (Currency) 

Miville Tremblay 

Senior Representative, Director (Financial Markets) 
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150 King Street West, Suite 2000 
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Jane Voll 

Senior Regional Representative (Economics) 
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Alexander Fritsche 

Senior Regional Representative (Economics) 
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Senior Regional Representative (Economics) 
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Senior Regional Representative (Economics) 
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Monetary Policy Report 


Summary 


October 2010 


This text is a commentary of the Governing Council of the Bank of Canada. It presents the Bank’s 
outlook based on data received up to 15 October 2010. 


The global economic recovery is entering a new 
phase. In advanced economies, temporary factors 
supporting growth in 2010—such as the inventory 
cycle and pent-up demand—have largely run their 
course and fiscal stimulus will shift to fiscal consoli- 
dation over the projection horizon. While the Bank 
expects that private demand in advanced economies 
will become sufficiently entrenched to sustain the 
recovery, the combination of difficult labour market 
dynamics and ongoing deleveraging in many 
advanced economies is expected to moderate the 
pace of growth relative to prior expectations. These 
factors will contribute to a weaker-than-projected 
recovery in the United States in particular. Growth in 
emerging-market economies is expected to ease toa 
more sustainable pace as fiscal and monetary poli- 
cies are tightened. Heightened tensions in currency 
markets and related risks associated with global 
imbalances could result in a more protracted and 
difficult global recovery. 


The economic outlook for Canada has changed. The 
Bank expects the economic recovery to be more 
gradual than it had projected in its July Monetary 
Policy Report, with growth of 3.0 per cent in 2010, 
2.3 per cent in 2011, and 2.6 per cent in 2012. This 
more modest growth profile reflects a more gradual 
global recovery and a more subdued profile for 
household spending. With housing activity declining 
markedly as anticipated and household debt con- 
siderations becoming more important, the Bank 
expects household expenditures to decelerate to a 
pace closer to the rate of income growth over the 
projection horizon. Overall, the composition of 
demand in Canada is expected to shift away from 
government and household expenditures towards 


Highlights 


e The global recovery is expected to proceed at 
a more gradual pace than previously 
anticipated. 


e The Canadian economy is entering a period of 
more modest growth, with real GDP projected 
to grow by 3.0 per cent in 2010, 2.3 per cent in 
2011, and 2.6 per cent in 2012. 


e The Canadian economy is expected to return 
to full capacity and inflation to the 2 per cent 
target by the end of 2012. 


e On 19 October 2010, the Bank maintained the 
target for the overnight rate at 1 per cent. 


e The Bank judges that the risks to the inflation 
outlook are roughly balanced. 
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business investment and net exports. The strength of 
net exports will be sensitive to currency movements, 
the expected recovery in productivity growth, and the 
prospects for external demand. 


Inflation in Canada has been slightly below the 
Bank’s July projection. The recent moderation in core 
inflation is consistent with the persistence of signifi- 
cant excess supply and a deceleration in the growth 
of unit labour costs. The Bank judges that the output 
gap is slightly larger and that the economy will return 
to full capacity by the end of 2012 rather than the 
beginning of that year, as had been anticipated in 
July. The inflation outlook has been revised down and 


Projection for global economic growth 


United States 


Share of real 
global GDP? 
(per cent) 


both total CPI and core inflation are now expected to 
converge to 2 per cent by the end of 2012, as excess 
supply in the economy is gradually absorbed and 
inflation expectations remain well anchored. 


Important risks remain around this outlook and the 
Bank judges that the risks to the inflation outlook are 
roughly balanced. The three main upside risks are 
higher commodity prices, a stronger-than-anticipated 
recovery in the U.S. economy and the possibility of 
greater-than-projected momentum in the Canadian 
household sector. These upside risks are balanced 
by three downside risks relating to Canada’s inter- 
national competitiveness, global growth prospects, 


Projected growth (per cent)? 
2010 2011 2012 


27 (2.9) 


2.3 (3.0) 3.3 (3.5) 


Euro area 


17 (1.0) 


14 (1.2) 17 2.3) 


Japan 


2.9 (3.3) 


1.3 (1.5) 2.3 (2.5) 


China 


10.3 (10.3) 


9.0 (9.2) 8.9 (8.7) 


Rest of the world 


5.2 (5.1) 


3.6 (3.8) 3.5 (3.6) 


a | wo AN | WANT RS 


a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) valuation of country 


GDPs for 2009. 
Source: IMF, WEO, October 2010 


b. Numbers in parentheses are projections used for the July 2010 Monetary Policy Report. 


Source: Bank of Canada 


Summary of the base-case projection for Canada? 


Real GDP 
(quarter-over-quarter 
percentage change 
at annual rates) 


Real GDP 
(year-over-year 
percentage change) 


Core inflation 
(year-over-year 
percentage change) 


Total CPI 
(year-over-year 
percentage change) 


Total CPI excluding 
the effect of the 
HST and changes in 
other indirect taxes 
(year-over-year 
percentage change) 


wri 
(level) 


a. Figures in parentheses are from the base-case projection in the July Monetary Policy Report. 
b. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of 
futures contracts over the two weeks ending 15 October 2010. 
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and the possibility of a more pronounced correction with achieving the 2 per cent inflation target in an 


in the Canadian housing market. environment of significant excess supply in Canada. 
On 8 September 2010, the Bank raised its target for At this time of transition in the global recovery, with 
the overnight rate by one-quarter of one percentage a weaker U.S. outlook, constraints beginning to 
point to 1 per cent. On 19 October 2010, the Bank moderate growth in emerging-market economies, 
maintained the target for the overnight rate at 1 per and domestic considerations that are expected to 
cent. The Bank Rate is correspondingly 1 1/4 per slow consumption and housing activity in Canada, 
cent and the deposit rate is 3/4 per cent. This leaves any further reduction in monetary policy stimulus 
considerable monetary stimulus in place, consistent would need to be carefully considered. 


Real GDP is expected to grow at rates consistent with the gradual 
absorption of excess supply 


2007 2008 2009 2010 2011 2012 
=== Year-over-year percentage fa Quarter-over-quarter percentage 
change in real GDP change in real GDP, at annual rates 
--= Base-case projection \ Base-case projection 


Sources: Statistics Canada and Bank of Canada projections Last observation: 2010Q2 


Total CPI and core inflation in Canada are projected to converge 
to 2 per cent over the projection horizon 
Year-over-year percentage change, quarterly data 


2007 2008 2009 2010 2011 2012 
a OLalle ir = Core CPI@ === Base-case projection 
=-- Base-case projection =="= Base-case projection for total CPI excluding 
Control range === Target the effect of changes 


in indirect taxes 


a. CPI excluding eight of the most volatile components and the effect of changes in 
indirect taxes on the remaining components 


Sources: Statistics Canada and Bank of Canada projections 
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Bank of Canada Publications 


Unless noted otherwise, all publications are available in print and on the Bank’s website: <http://www.bankofcanada.ca>. 


Monetary Policy Report (quarterly: January, April, July and October) 
Financial System Review (June/December) 

Bank of Canada Review (quarterly; see website for subscription information) 
Business Outlook Survey (quarterly: January, April, July and October) 
Senior Loan Officer Survey (quarterly: January, April, July and October)* 
Speeches and Statements by the Governor 

Bank of Canada Banking and Financial Statistics (monthly) 

Weekly Financial Statistics (published each Friday)* 

Renewal of the Inflation-Control Target: Background Information 
Annual Report 


A History of the Canadian Dollar 
James Powell (available at Can$8 plus applicable taxes) 


* Available only on the Bank’s website 


Conference Proceedings 

Conference volumes published up to and including April 2005 are available on 
the Bank’s website. Print copies can be purchased for Can$15 plus applicable 
taxes. Papers and proceedings from Bank of Canada conferences, seminars 
and workshops held after April 2005 are now published exclusively on the 
Bank’s website. 


Technical Reports, Working Papers and Discussion Papers 

Technical Reports, Working Papers and Discussion Papers are usually 
published in the original language only, with an abstract in both official 
languages. Discussion Papers deal with finished work on technical issues 
related to the functions and policy making of the Bank. They are of interest to 
specialists and other central bankers. 


The Bank of Canada’s Monetary Policy Report is published quarterly in January, April, July and October. Copies of the Report and the Summary may be obtained by 
contacting Publications Distribution, Communications Department, Bank of Canada, Ottawa, Ontario, Canada K1A 0G9 


Telephone: 613 782-8248; toll free in North America: 1 877 782-8248; email: publications@bankofcanada.ca; website: <www.bankofcanada.ca> 
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